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PREFACE 


This  report  examines  the  European  Economic  Community 
(EEC)  experience  with  the  value-added  tax  and  draws  lessons 
regarding  U.S.  adoption  of  a  value-added  tax.  The  report  is 
a  result  of  my  participation  in  a  Joint  U.S. -EEC  Fellowship 
Program  sponsored  by  the  Brookings  Institution  and  the 
Commission  of  the  European  Communities,  under  a  grant  from 
the  German  Marshall  Fund.  The  description  and  views 
expressed  are  not  necessarily  those  of  the  European 
Community,  Brookings  Institution,  or  German  Marshall  Fund. 

Many  individuals  and  institutions  contributed  to  this 
report.  Special  thanks  are  due  to  Emil  M.  Sunley  of  the 
Treasury  Department,  who  encouraged  me  to  undertake  the 
study  and  to  Leon  J.  Gordon  of  the  Commission  of  the 
European  Communities,  who  arranged  my  schedule  of  visits 
with  European  tax  experts.  Those  individuals,  too  numerous 
to  name,  contributed  immeasurably  to  the  project  by 
consenting  to  be  interviewed  and  patiently  answering  my 
questions.  Treasury  Department  colleagues  Harvey  Galper, 
Thomas  0.  Horst,  and  Mordecai  S.  Feinberg  provided  timely 
and  helpful  comments  and  suggestions.  Finally,  Carole  Lee 
Garland  deserves  recognition  for  her  extraordinary  efforts 
in  typing  numerous  preliminary  and  "final"  drafts  of  the 
manuscript . 


G.  N.  Carlson 
October  1,  1980 
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ISSUES  AND  SCOPE 


Periodically  over  the  past  decade  the  Federal  government 
has  considered  the  value-added  tax.  In  the  early  1970s,  the 
President's  Task  Force  on  Business  Taxation,  the  Treasury 
Department,  the  Advisory  Commission  on  Intergovernmental 
Relations,  and  the  Congressional  Joint  Economic  Committee 
all  assessed  its  merits.  More  recently.  Congressman  Ullman, 
Chairman  of  the  House  Committee  on  Ways  and  Means,  proposed 
a  value-added  tax  as  a  major  element  in  H.R.  7015,  the  "Tax 
Restructuring  Act  of  1980."  1/ 

Much  of  this  interest  has  undoubtedly  been  stimulated  by 
widespread  acceptance  of  the  value-added  tax  in  Europe.  All 
members  of  the  European  Economic  Community  (EEC) ,  Belgium, 
Denmark,  France,  Germany,  Ireland,  Italy,  Luxembourg,  the 
Netherlands  and  the  United  Kingdom  have  adopted  the  value- 
added  tax.  Outside  the  EEC,  Austria,  Norway,  and  Sweden 
rely  on  the  value-added  tax. 

This  report  examines  the  EEC  experience  with  the  value- 
added  tax  and  draws  lessons  regarding  U.S.  adoption  of  a 
value-added  tax.  It  explains  why  the  EEC  countries  chose 
the  value-added  tax  and  the  steps  they  found  necessary  to 
familiarize  both  taxpayers  and  revenue  service  personnel 
with  it.  The  report  describes  the  EEC  value-added  tax 
systems,  with  emphasis  on  their  scope,  rates,  coverage,  and 
special  provisions  and  problems.  Since  some  critics  of  the 
value-added  tax  believe  that  it  would  greatly  complicate  the 
U.S.  tax  system,  the  report  describes  EEC  administrative 
procedures.  The  report  also  reviews  the  economic  impact  of 
the  value-added  tax  in  the  EEC. 

Although  the  report  neither  proposes  nor  rejects  a 
value-added  tax  for  the  United  States,  it  observes  that  it 
was  adopted  in  Europe  for  unique  reasons  not  applicable  to 
the  United  States.  While  substantial  effort  was  required  to 
successfully  implement  the  tax  in  Europe,  even  more  may  be 
necessary  in  the  United  States.  The  debate  over  a  Federal 
consumption  tax  should  not  exclude  consideration  of  a  retail 
sales  tax.  It  would  allow  the  United  States  to  benefit  from 
experience  at  the  state  level  and  would  have  the  same 
economic  impact  as  a  value-added  tax. 


\J     This  proposal  was  recently  withdrawn.   See  Tax  Notes, 
August  25,  1980,  p.  392. 
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II.   DESCRIPTION  OF  VALUE-ADDED  TAX 


A  value-added  tax  is  a  multistage  sales  tax  on  consumer 
goods  and  services.  It  is  similar  to  a  retail  sales  tax  in 
that  consumers  ultimately  bear  the  burden  of  the  tax,  but  it 
differs  in  that  it  is  collected  piecemeal  throughout  the 
production  and  distribution  process,  not  just  at  the  retail 
stage.  In  a  normal  business  operation,  a  firm  purchases  raw 
materials  from  its  suppliers  and  produces  a  product  by 
processing,  manufacturing,  and  otherwise  "adding  value"  to 
those  purchases.  A  value-added  tax  is  levied  on  the  amount 
of  value  added  (the  difference  between  sales  and  purchases) 
at  each  stage  in  the  production  and  distribution  process. 
Since  the  retail  price  of  a  product  is  equal  to  the  total  of 
the  values  added,  as  shown  in  Chart  1,  a  value-added  tax  is 
the  economic  equivalent  of  a  tax  on  the  retail  value  of  a 
product. 

While  tax  liability  may  be  calculated  in  a  number  of 
ways,  all  European  value-added  tax  countries  use  the 
"invoice"  or  "credit"  method.  A  firm  calculates  tax  on  its 
sales,  subtracts  tax  imposed  on  purchases,  including  capital 
equipment,  and  pays  the  difference  to  the  government.  Any 
excess  of  tax  imposed  on  purchases  over  tax  due  on  sales  is 
either  refunded  or  carried  forward  as  an  offset  against 
future  tax  liability.  The  capital  equipment  tax  deduction 
eliminates  the  burden  of  the  tax  on  capital  goods.  Since 
only  consumption  goods  bear  the  tax,  the  incidence  is  on 
consumers. 

A  value-added  tax  is  similar  to  a  retail  sales  tax  in 
that  the  total  tax  is  equal  to  the  retail  price  of  the  pro- 
duct multiplied  by  the  tax  rate.  The  example  in  Table  1  of 
a  consumer's  purchase  of  an  electronic  calculator  illus- 
trates that  an  equal  rate  value-added  tax  generates  the  same 
tax  revenue  as  a  retail  sales  tax.  Each  tax  is  levied  at  10 
percent.  Before  any  tax  is  imposed,  the  calculator  sells 
for  $100.  If  a  retail  sales  tax  of  10  percent  is  charged, 
the  government  receives  $10.00  in  revenue  and  the  consumer 
pays  $110  for  the  calculator.  The  same  result  occurs  with  a 
value-added  tax.  The  government  collects  $10.00  in  revenue 
and  the  consumer  pays  $110  for  the  calculator,  but  the  tax 
is  collected  at  four  stages:  $2.00  each  at  the  mining, 
manufacturing,  and  wholesale  stages  and  $4.00  at  the  retail 
stage. 
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Chart   1 


The  Value-Added  Tax  Illustrated 

SALES  AND  PURCHASES  VALUES  ADDED 
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Miller 
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END-USER  PURCHASES:  30c 
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8$ 


TOTAL  VALUES  ADDED:  30$ 


Source:   Advisory  Conunission  on  Intergovernmental  Relations, 
The  Value-Added  Tax  and  Alternative  Sources  of 
Federal  Revenue,  1973,  p.  19. 
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Table  1 


Example  Danonstrating  Equivalence  of  a  Value-Added  Tax  and  Retail  Sales  Tax 
Product  is  a  Calculator  Sold  for  $100  Before  Tax 


Product 
Cycle  Stage 


Value  Added  Tax 
(10  percent) 


Before  Tax  :  Tax  :  After  Tax 


Retail  Sales  Tax 
(10  percent) 


Before  Tax  :  Tax  :  After  Tax 


Mining 

Sales 

20 

2 

22 

20 

0 

20 

Purchases  1/ 

0 

0 

0 

0 

0 

0 

Tax  to  Government 

2 

0 

Manufacturing 

Sales 

40 

4 

44 

40 

0 

40 

Purchases 

20 

2 

22 

20 

0 

20 

Tax  to  Government 

2 

0 

Wholesale 

Sales 

60 

6 

66 

60 

0 

60 

Purchases 

40 

4 

44 

40 

0 

40 

Tax  to  Government 

2 

0 

Retail 

Sales 

100 

10 

110 

100 

10 

110 

Purchases 

60 

6 

66 

60 

0 

60 

Tax  to  Government 

4 

Final,  After  Tax 
Retail  Price  of 
Calculator 


110 


110 


Total  Tax  Collected 


10 


10 


1/  The  assumption  of  zero  purchases  at  the  first  stage  does  not  affect  the 
result.  The  assumption  is  made  solely  to  simplify  the  example . 
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The  only  difference  is  that  revenue  is  collected  at  one 
stage  under  the  retail  sales  tax  and  at  several  stages  under 
the  value-added  tax.  This  is  a  cosmetic,  not  a  substantive, 
economic  difference.  The  deduction  for  value-added  tax  on 
purchases  assures  that  the  full  value  of  the  product  is 
taxed  only  once.  There  is  no  multiple  or  cascade  taxation 
of  the  product. 

The  deduction  for  tax  paid  on  purchases  also  means  that 
the  tax  burden  is  confined  to  consumers.  No  tax  is  borne  by 
business  purchases.  The  tax  which  producers  pay  on  their 
purchases  is  deductible  from  the  tax  which  they  charge  on 
their  sales.  Their  business  customers,  in  turn,  are  also 
allowed  to  deduct  the  taxes  imposed  on  their  purchases. 
Only  final  consumers  are  not  allowed  to  deduct  tax  paid  on 
purchases.  As  with  a  retail  sales  tax,  consumers  pay  the 
value-added  tax.  If  the  calculator  was  purchased  by  a  busi- 
ness, rather  than  a  final  consumer,  the  business  purchaser 
would  be  entitled  to  deduct  the  tax  paid  on  the  purchase. 
Under  a  retail  sales  tax,  the  business  purchaser  would  need 
to  present  an  exemption  certificate  to  be  able  to  buy  tax 
free. 

An  important  implication  of  this  "tax  and  deduction" 
system  is  that  the  tax  on  a  product  is  determined  solely  by 
the  tax  imposed  at  the  retail  stage.  In  effect,  pre-retail 
taxes  do  not  matter.  In  the  above  example,  suppose  that  the 
mining,  manufacturing,  and  wholesale  stages  were  each  sub- 
ject to  a  10  percent  value-added  tax,  but  the  retail  stage 
to  only  a  5  percent  tax.  The  situation  would  then  appear  as 
follows  at  the  retail  stage: 

Product  Cycle  Stage      Before  Tax      Tax      After  Tax 

Retail 

Sales  100          5           105 

Purchases  60         _j6            66 

Refund  to  Retailer                   -1 

The  tax  generates  $5  in  revenue  and  the  consumer  pays  $105 
for  the  calculator.  The  retailer  actually  receives  a  refund 
of  $1,  the  difference  between  the  $5  tax  due  on  sales  and  $6 
tax  imposed  on  purchases.  Although  pre-retail  stages  are 
taxed  at  10  percent,  the  actual  tax  on  the  final  product  is 
only  5  percent. 
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III.   REASONS  FOR  ADOPTION 


The  value-added  tax  is  not  new.  Wilhelm  von  Siemens  is 
credited  with  first  proposing  the  tax  for  Germany  in  1919.  \/ 
Thomas  S.  Adams  suggested  it  as  a  substitute  for  the  U.S. 
corporate  income  tax  in  1921.  2/  As  part  of  its  1949  study, 
the  Shoup  Taxation  Mission  advocated  a  value-added  tax  for 
Japan  based  on  the  sum  of  wages,  interest,  rental  payments, 
and  profits.  V  Although  enacted  by  Japan's  Diet,  the  tax 
was  never  put  into  effect  because  it  was  opposed  by  labor  as 
regressive  and  by  business  as  an  unfair  burden  on  labor- 
intensive  firms.  £/  Little  progress  was  made  in  popular 
acceptance  of  a  value-added  tax  until  France  completed  the 
replacement  of  its  production  tax  with  a  wholesale  level 
value-added  tax  in  1955.  5/  The  real  growth  in  the  accep- 
tance of  the  value-added  tax,  however,  stems  from  the  forma- 
tion of  the  European  Economic  Community  (EEC)  and  the 
Community's  interest  in  tax  harmonization.  This  development 
was  followed  by  the  adoption  of  the  value-added  tax  by 
Denmark  (1967),  France  6/  and  Germany  (1968),  the  Netherlands 
(1969),  Luxembourg  (1970),  Belgium  (1971),  Ireland  (1972), 
and  Italy  and  the  United  Kingdom  (1973) . 

1.  Formation  of  the  European  Economic  Community.  The 
European  Economic  Community,  or  Common  Market,  was 
established  by   the  Treaty  of   Rome  on  March  25,  1957.  V 


\/  John  F.  Due,  Sales  Taxation,  University  of  Illinois 
Press,  Urbana,  1957,  p.  138. 

2/  Thomas  S.  Adams,  "Fundamental  Problems  of  Federal  Income 
Taxation,"  Quarterly  Journal  of  Economics,  Vol.  35,  No. 
4,  1921,  p.  553. 

ZJ     Due,  0£.  cit. ,  pp.  141-142. 

4/   Ibid.,  pp.  142-143. 

5/   Ibid.,  pp.  119-125. 

6^/  France  extended  its  wholesale  level  value-added  tax  to 
the  retail  stage  in  1968. 

IJ  European  Economic  Community,  European  Community  Facts, 
Washington,  D.C.,  1979,  p.  6. 
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Belgium,  the  Federal  Republic  of  Germany,  France,  Italy, 
Luxembourg,  and  the  Netherlands  were  the  original  members.  \/ 
The  membership  grew  to  nine  countries  on  January  1,  1973  when 
Denmark,  Ireland,  and  the  United  Kingdom  joined.  1/  A  major 
objective  of  the  Treaty  creating  the  Community  was  "the 
establishment  of  a  common  market  by  way  of... the  free 
movement  of  persons,  goods,  services  and  capital."  ZJ 

The  framers  of  the  Treaty  clearly  recognized  that  the 
elimination  of  tariff  barriers  would  not  be  sufficient  to 
create  a  common  internal  market  if  the  tax  systems  of  the 
Member  States  were  allowed  to  function  as  trade  barriers 
instead.  Accordingly,  the  taxation  provisions  of  the  Treaty 
of  Rome  are  aimed  at  guaranteeing  the  free  movement  of  goods 
and  services.  Article  95,  for  example,  provides  that  a 
Member  State  may  not  impose  taxes  on  the  products  of  other 
Member  States  that  are  greater  than  those  which  it  imposes  on 
its  own  products.  4^/  According  to  Article  96,  the  repayment 
of  taxes  on  goods  exported  to  another  Member  State  may  not 
exceed  the  domestic  taxes  actually  imposed  on  the  exports.  V 
Articles  95  and  96  thus  implement  the  destination  principle 
of  border  tax  adjustment  for  taxes  on  products;  by  means  of  a 
compensatory  tax  on  imports  and  a  rebate  of  tax  on  exports, 
goods  are  taxed  where  they  are  consumed,  rather  than  where 
they  are  produced.  Articles  95  and  96  of  the  Treaty  of  Rome 
also  comport  with  the  provisions  of  the  General  Agreement  on 
Tariffs  and  Trade  which  permit  destination  principle  border 
tax  adjustments  for  indirect  taxes,  such  as  a  value-added 
tax,  but  not  for  direct  taxes,  such  as  the  corporate  income 
tax.  6/ 


1/  Ibid. ,  p.  3. 
2/   Ibid. ,  p.  3. 


3^/  Commission  of  the  European  Communities,  Report  from  the 
Commission  to  the  Council  on  the  Scope  for  Convergence 
of  Ta.x  Systems  in  the  Community,  Brussels,  1980,  p.  3. 

4/  Commerce  Clearing  House,  "Treaty  Establishing  the 
European  Economic  Community,"  Common  Market  Reporter, 
Vol.  1,  p.  2211. 

5/   Ibid. ,  p.  2218. 

6/  General  Agreement  on  Tariffs  and  Trade,  Articles  III  and 
XVI.  The  Agreement  is  reprinted  in  Kenneth  W.  Dam,  The 
GATT,  Law  and  International  Economic  Organization,  1970, 
pp.  391-468. 
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When  the  Treaty  of  Rome  was  signed  in  1957,  all  Member 
States,  except  France,  imposed  a  cascade  turnover  tax.  _!/  A 
tax  was  levied  on  each  sale  of  an  item  as  it  passed  through 
the  various  stages  in  the  production  process.  Because  no 
relief  was  given  for  prior-stage  taxes,  the  ultimate  tax 
liability  on  a  product  depended  on  the  number  of  sales  be- 
tween the  initial  processing  of  the  raw  materials  and  the 
final  sale  of  the  finished  product.  Since  the  precise 
amount  of  cascade  tax  on  a  particular  product  was  indeter- 
minate. Member  States  did  not  know  how  much  tax  could  be 
imposed  on  imports  or  rebated  on  exports,  as  provided  by 
Articles  95  and  96.  Consequently,  Article  97  of  the  Treaty 
contains  a  transitional  measure  allowing  Member  States  to 
use  average  import  taxes  and  export  rebates,  provided  there 
is  no  infringement  of  Articles  95  and  96.  2J  These  average 
border  tax  adjustments  were  only  an  approximation;  in  some 
cases  they  overcompensated  exports  and  overtaxed  imports, 
while  in  other  cases  they  did  the  opposite.  This  was  an 
untenable  situation  in  a  common  market  seeking  to  achieve 
the  free,  unrestricted  movement  of  goods  and  services. 
Therefore,  Article  99  3/  of  the  Treaty  of  Rome  instructed 
the  EEC  Commission  4/  to  consider  how  the  various  turnover 
taxes  of  the  Member  States  could  be  harmonized. 

2.  Neumark  Committee.  The  Commission  responded  to  this 
instruction  in  1960  by  appointing  the  Fiscal  and  Financial 
Committee  to  study  the  extent  to  which  the  tax  systems  of 
the  Member  States  conflicted  with  the  establishment  of  a 


\/  David  V.  G.  dePass,  "Value  Added  Tax:  The  Concept  and 
Current  Progress  Towards  Harmonization  in  the  European 
Economic  Community,"  California  Western  International 
Law  Journal,  Vol.  9,  1979,  p.  4. 

2/  Commerce  Clearing  House,  "Treaty  Establishing  the 
European  Economic  Community,"  o£.  cit. ,  p.  2219. 

3/  Ibid. ,  p.  2228. 

£/  The  Commission  is  responsible  for  proposing  Community 
policy.  The  thirteen  members,  two  each  from  France, 
Germany,  Italy,  and  the  United  Kingdom,  and  one  each 
from  the  remaining  five  States  are  Obligated  to  act 
independently  of  their  national  governments  and  in  the 
Community's  interest. 
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common  internal  market.  The  Committee,  chaired  by  Professor 
Fritz  Neumark  of  Germany,  rapidly  recognized  the  defects  of 
the  gross  or  cascade  turnover  tax. 

It  causes  distortions  of  competition  within  the 
national  economies  where  it  is  applied  and  artifi- 
cially promotes  the  concentration  of  enterprises, 
but,  in  addition,  it  distorts  the  international 
trade  relations  because  of  the  impossibility  of 
calculating  exactly  the  overall  charge  of  the  turn- 
over tax  burden  on  a  specific  commodity  and  conse- 
quently —  when  the  principle  of  country  of  destin- 
ation is  applied  --  the  amount  of  the  corresponding 
countervailing  levies  or  refunds.  _!/ 

Consequently,  the  Neumark  Committee  recommended  that  the 
Member  States  abolish  the  cascade  tax  and  adopt  the  value- 
added  tax  in  its  place.  2/  The  fact  that  France  already  had 
a  value-added  tax,  and  that  it  was  being  contemplated  by 
Germany,  obviously  influenced  the  Committee's  deliberations. 
"Such  a  tax  exists  at  the  present  only  in  one  of  the  Member 
States,  namely,  in  France,  but  for  some  time  other  coun- 
tries, Germany  in  particular,  have  had  forces  at  work  which 
aim  at  a  tax   reform  adopting  the  tax  on  net  turnover."  3^/ 

The  Neumark  Committee  did  not  believe  that  a  retail 
sales  tax  was  a  suitable  alternative  to  a  value-added  tax. 
"It  will  not  be  feasible  to  impose  as  the  sole  form  of  the 
turnover  tax  a  single  tax  at  the  retail  stage,  due  to  the 
practical  reasons  of  fiscal  technicalities  (particularly 
considering  the  very  large  number  of  small  retail  merchants, 
most  of  whom  are  unable  to  keep  exact  books)."  £/  In  fact, 
the  Neumark   Committee   considered  the  problems  in  applying 


\y  Neumark  Committee,  Tax  Harmonization  in  the  Common 
Market,  Report  of  the  Fiscal  and  Financial  Committee  on 
Tax  Harmonization  in  the  Common  Market,  Commerce 
Clearing  House,  1963,  p.  46. 

2/   Ibid. ,  p.  49. 

3/   Ibid. ,  p.  47. 

1/  Ibid. ,  p.  47. 
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even  the  value-added  tax  to  the  retail  stage  so  intractable, 
that  it  reconunended  the  exclusion  of  the  retail  stage  from 
the  value-added  tax.  1^/ 

3.  E EC  D ire c t i yes.  The  EEC  Commission  agreed  with  the 
findings  of  the  Neumark  Report  and  recommended  the  elimina- 
tion of  the  cascade  turnover  tax  and  the  adoption  of  a 
wholesale-stage  value-added  tax  within  the  EEC.  2/  This 
recommendation,  which  was  made  to  the  Council  of  Ministers  3^/ 
in  1962,  was  eventually  adopted  as  part  of  the  EEC  Council's 
First  and  Second  Directives  on  the  harmonization  of  turnover 
taxes.  £/  Both  directives  were  issued  April  11,  1967. 

(a)  The  First  Directive;.  This  required  Member  States  to 
replace  their  turnover  taxes  with  a  value-added  tax  by 
January  1,  1970.  V  Belgium  and  Italy  were  unable  to  comply 
with  the  original  deadline  and  were  granted  an  extension. 
Ireland  and  the  United  Kingdom  were  not  bound  by  the  original 
deadline  because  they  were  not  EEC  members  in  1970.  The 
Directive  provided  that  value-added  tax  liability  was  to  be 
calculated  under  the  "invoice"  or  "credit"  method,  with  tax 
imposed  on  purchases  being  deducted  from  tax  due  on  sales.  £/ 
The  deduction  for  tax  imposed  on  purchases  prevents  the 
multiple  taxation  which  was  an  objectionable  feature  of  the 
cascade  turnover  taxes.  Unlike  the  recommendation  of  both 
the  Neumark  Committee  and  the  EEC  Commission,  the  value-added 
tax  mandated  by   the   First  Directive  applied  to  the  retail 


1/   Ibid. ,  p.  49. 

2/   Ibid. ,  pp.  98-100. 

3^/  The  Council  of  Ministers  makes  major  Community  Policy 
decisions.  It  has  nine  members,  one  representative  from 
each  Member  State.  The  Ministers  attending  Council 
Meetings  vary  depending  on  the  subject  under  considera- 
tion, taxation,  agriculture,  trade,  etc. 

4/  "First  Council  Directive"  and  "Second  Council 
Directive,"  reprinted  in  Commerce  Clearing  House,  Common 
Market  Reporter,  Vol.  1,  pp.  2357.5-2369. 

5_/      "First  Council  Directive,"  o£.  cit. ,  Article  1. 

6/   Ibid. ,  Article  2. 
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stage.  _!/  A  Member  State  was  given  the  option,  however,  of 
applying  it  only  through  the  wholesale  stage,  provided  it 
levied  a  supplementary  retail  tax.  2^/ 

(b)  The  Second  Directive.  In  contrast  to  the  First 
Directive,  which  merely  required  Member  States  to  adopt  a 
value-added  tax,  the  Second  Directive  provided  some  detail 
regarding  the  type  and  structure  of  value-added  tax.  Value- 
added  tax  was  imposed  on  the  delivery  of  goods  and  services 
within  the  country  and  on  the  import  of  goods.  3^/  Exports 
were  fully  exempt  from  value-added  tax.  £/  Thus,  the  Second 
Directive  permitted  the  destination  principle  of  border  tax 
adjustment. 

The  Second  Directive  defined  the  terms  "taxable 
event,"  5/  "tax  base,"  6/  "taxpayer,"  1^/  "delivery  of 
goods,"  8/  "place  of  delivery,"  9/  "service,"  10/  and 
"import  of  goods."  11/  The  taxation  of  services  was  compul- 
sory only  for  services  associated  with  the  sale  of  goods, 
such  as   the   transfer   of  patents,   advertising,   and  the 


1/   Ibid. ,  Article  2. 
2/  Ibid. ,  Article  2. 


3^/   "Second  Council  Directive,"  o£.  cit.  ,  Article  2, 

i./   Ibid. ,  Article  10,  paragraph  1(a). 

5./  Ibid.  ,  Article  5,  paragraph  5. 

6/   Ibid. ,  Article  8. 

1/  Ibid. ,  Article  4. 

^/   Ibid. ,  Article  5,  paragraphs  1-3. 

9^/  Ibid. ,  Article  5,  paragraph  4. 

10/  Ibid. ,  Article  6,  paragraph  1. 

11/  Ibid . ,  Article  7,  paragraph  1. 
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transportation  of  goods.  The  taxation  of  services  purchased 
by  consumers,  such  as  for  legal,  dental,  or  medical, 
purposes,  was  not  compulsory.  _!/ 

The  Second  Directive  also  provided  for  a  consumption- 
type  value-added  tax.  A  taxpayer  was  allowed  an  immediate 
deduction  for  tax  paid  on  purchases  of  capital  equipment.  2/ 
This  deduction  eliminated  the  value-added  tax  on  capital 
goods. 

The  Second  Directive  did  not  specify  particular  value- 
added  tax  rates.  Each  Member  State  was  allowed  to  set  its 
own  normal  rate,  as  well  as  increased  or  reduced  rates.  3^/ 
Where  application  of  the  normal  system  of  value-added  taxa- 
tion to  small  enterprises  or  agricultural  activities  would 
"encounter  difficulties,"  a  Member  State  could  apply  "the 
special  rules  best  suited  to  national  requirements  and 
possibilities."  £/ 

The  Directive  recognized  that  business  firms  might  defer 
capital  goods  acquisitions  until  the  effective  date  of  the 
value-added  tax  to  qualify  for  the  purchase  tax  deduction 
not  available  under  the  cascade  tax.  As  a  transitional 
measure,  it  permitted  Member  States  either  to  allow  a  deduc- 
tion for  part  of  the  cascade  tax  paid  on  capital  purchases 
against  the  value-added  tax  or  to  restrict  the  deduction 
normally  allowed  under  the  value-added  tax  for  tax  paid  on 
the  purchase  of  capital  equipment.  5^/ 

4.  Capital  formation .  While  the  formation  of  the  EEC, 
the  Neumark  Report,  and  the  First  and  Second  Directives  on 
tax  harmonization  provided  a  very  strong  impetus  to  the 
adoption  of  the  value-added  tax,  these  were  not  the  only 
reasons. 

France,  for  example,  adopted  a  wholesale-stage  value- 
added  tax  in  1954-1955,  before  the  formation  of  the  EEC  or 
the  issuance  of  the  Directives,   in  culmination  of  a  gradual 


i/  lb  id . ,  Article  6,  paragraph  2  and  Annex  B. 

2/  Ibid. ,  Article  11. 

3/  Ibid. ,  Article  9. 

£/  Ibid. ,  Articles  14  and  15. 

5/  Ibid. ,  Article  17. 
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reform  of  its  indirect  taxation  system.  \/  France  levied  a 
cascade  turnover  tax  from  1920  to  1936  when  it  was  replaced 
by  the  production  tax,  a  single  stage  manufacturers  sales 
tax  on  finished  products,  both  consumer  and  capital 
goods.  2/  The  production  tax  was  converted  to  a  multi-stage 
tax  in  1948  "to  give  a  temporary  boost  of  revenue  to  the 
French  Treasury  in  the  financial  crisis  of  1948,  by  making 
French  industry  liable  to  pay  the  production  tax  at  earlier 
stages  of  production  than  the  stage  at  which  it  had 
previously  been  payable."  2/  The  production  tax  avoided  the 
multiple  taxation  problem  inherent  in  a  cascade  tax  by 
allowing  producers  to  deduct  tax  charged  by  their  suppliers 
on  materials,  parts,  semi-finished  goods,  and  items  consumed 
in  the  production  process.  £/  This  deduction  was  similar  to 
the  invoice  or  deduction  method  of  calculating  value-added 
tax  liability  eventually  adopted  by  the  EEC. 

The  evolution  to  a  consumption-type  value-added  tax 
occurred  in  France  between  1953  and  1955  when  the  right  of  a 
producer  to  deduct  tax  imposed  on  purchases  was  extended  to 
investment  goods.  5^/  This  was  done  to  reduce  the  tax  burden 
on  capital  and  thereby  encourage  investment. 

In  the  period  before  1954  the  French  authorities 
had  become  concerned  with  the  effect  of  the 
existing  production  tax  on  productivity.  They  saw 
that,  whereas  the  United  States  and  the  United 
Kingdom  had  taxes  which  fell  only  on  consumption 
goods,  European  countries  were  taxing  both  invest- 
ment and  consumption  goods.  They  recognized  that  a 
tax  on  investment  goods  was  a  handicap  to  produc- 
tivity....  The  basic  aim  of  the  reforms  of  1953- 


V  Due,  op.  cit. ,  pp.  124-125. 

2/   Ibid. ,  pp.  115-120. 

2/  Gordon  Richardson,  Chairman,  Report  of  the  Committee  on 
Turnover  Taxes,  Her  Majesty's  Stationery  Office,  1964, 
paragraph  25. 

£/  Due,  op.  cit . ,  p.  119. 

5^/  Richardson,  op.  cit. ,  paragraph  26. 
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1955  was  simply  to  transform  a  tax,  which  had  pre- 
viously fallen  on  investment  and  consumption  goods 
alike,  into  a  tax  falling  only  on  consumption 
goods .  \/ 

The  investment  incentive  issue  also  was  prominent  in 
Belgium,  Germany,  Italy,  and  the  Netherlands,  where  the 
value-added  tax  replaced  cascade  turnover  taxes.  Capital 
goods,  of  course,  had  been  subject  to  cascade  tax,  but  would 
be  free  of  tax  in  the  value-added  tax  system.  In  Belgium, 
Germany,  and  the  Netherlands,  however,  the  investment  incen- 
tive was  blunted  by  a  transitional  measure  which  limited  the 
deduction  for  tax  imposed  on  purchases  of  capital  equipment. 
Fiscal  authorities  were  fearful  that  allowing  taxpayers  a 
full  and  immediate  deduction  for  taxes  paid  on  capital  goods 
would  encourage  them  to  postpone  their  investment  purchases 
until  the  value-added  tax  was  adopted.  The  alternative  of 
allowing  a  deduction  for  cascade  tax  on  capital  equipment 
would  have  deprived  the  treasuries  of  these  countries  of 
large  amounts  of  revenue. 

5.  Tax  reform.  Ireland  introduced  a  value-added  tax  on 
November  1,  1972  and  the  United  Kingdom  on  April  1,  1973, 
each  as  a  condition  of  joining  the  EEC  on  January  1, 
1973.  2/  Although  neither  imposed  a  cascade  turnover  tax, 
each  country  had  become  dissatisfied  with  its  previous  sys- 
tem of  taxation.  Ireland,  for  example,  was  concerned  about 
abuse  of  the  privilege  under  its  retail  sales  tax  to  make 
tax  free  purchases  for  business  use.  This  was  necessary  to 
avoid  the  multiple  taxation  characteristic  of  a  cascade 
turnover  tax.  An  individual  purchasing  items  for  business 
use,  such  as  office  and  stationery  supplies,  would  qualify 
for  the  tax  exempt  privilege  by  quoting  a  registration 
number  to  the  seller.  It  was  difficult,  however,  for  the 
seller  to  know  if  the  purchase  was  for  business,  rather  than 
personal,  use.  3^/  Irish  authorities  turned  to  the  value- 
added  tax  because  a  seller  would  no  longer  be  required  to 
make  this  distinction.    All  sales  would  be  taxable,  but  the 


i/  Ibid. ,  paragraph  93. 

2^/  Price  Waterhouse,   Value  Added  Tax,   New  York,    1979, 
pp.  45  and  79. 

'1/     Discussion  with  officials  of  the  Office  of  Revenue 
Commissioners,    Value-Added    Tax   Branch,    Dublin, 
March  10-11,  1980. 
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purchaser  would  only  be  allowed  to  deduct  tax  imposed  on 
purchases  for  business  use.  According  to  the  Irish  revenue 
authorities,  the  value-added  tax  is  superior  to  the  retail 
sales  tax  in  controlling  the  business  purchases  problem 
because  it  is  easier  to  check  the  firm  claiming  the 
deduction  than  its  supplier.  _!/ 

The  United  Kingdom  considered  the  value-added  tax  on 
several  occasions  before  its  adoption  in  April  1973.  In 
1964,  the  Committee  on  Turnover  Taxes,  also  known  as  the 
Richardson  Committee,  studied  the  value-added  tax  as  a  re- 
placement for  either  the  purchase  or  corporate  profits  tax. 
The  purchase  tax  was  a  single-stage  tax  imposed  at  the 
wholesale  level  on  consumer  goods.  The  Richardson  Committee 
was  appointed  by  the  government  in  response  to  a  concern 
that  European  tax  systems  were  more  conducive  to  economic 
growth  and  export  performance  than  was  the  United 
Kingdom's.  2_/  The  Committee  noted  that  both  the  purchase 
tax  and  the  value-added  tax  were  taxes  on  consumer  expendi- 
tures and  that  the  United  Kingdom  did  not  share  the  European 
experience  and  familiarity  with  multi-stage  sales  taxes. 
Accordingly,  it  expressed  strong  reservations  over  changing 
to  a  more  complex  system  of  taxation. 

The  purchase  tax  system  in  fact  affords  a  more 
logical,  efficient  and  economical  means  of  consumer 
taxation  than  a  value-added  tax....  There  is  no 
logic  in  the  change  from  an  established  single- 
stage  system  to  a  multi-stage  system  spread  over 
the  successive  stages  of  production  and  distri- 
bution and  applying  not  only  to  the  finished 
consumer  product  but  to  all  its  constituents  at 
earlier  stages  when  the  object  of  the  tax  is  the 
final  consumer  product.  The  situation  was  differ- 
ent in  France  where  the  value-added  tax  was  evolved 
from  a  tax  which  was  already  widely  spread  over 
successive   stages   and   which  already  applied  not 


\/     Discussion  with  officials  of  the  Office  of  Revenue 

Commissioners,    Value-Added  Tax   Branch,    Dublin, 
March  10-11,  1980. 

2/     Richardson,  o£.  cit. ,  paragraph  1. 
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only  to  the  finished  product  but  to  its  constitu- 
ents. This  is  also  the  case  in  other  Continental 
countries  which  are  considering  moving  to  a  value- 
added  system.  1^/ 

Not  surprisingly,  the  Richardson  Committee  opposed  substitu- 
ting a  value-added  tax  for  either  the  purchase  tax  or  the 
tax  on  corporate  profits.  2/ 

A  few  years  later,  as  part  of  a  study  of  taxation  and 
economic  growth,  a  committee  of  the  National  Economic 
Development  Office  (NEDO) ,  a  U.K.  government  agency  with 
business,  union,  and  government  representation,  reached  a 
more  sympathetic  view  of  the  value-added  tax.  The  NEDO 
report,  published  in  1969,  acknowledged  that  a  value-added 
tax  would  raise  significant  amounts  of  revenue,  but 
cautioned  that  it  would  create  substantial  administrative 
problems  and  costs.  3^/  These  costs  might  be  justified,  it 
noted,  by  the  efficiency  and  trade  gains  associated  with  a 
large  corporate  tax  reduction  made  possible  by  a  value-added 
tax.  V  With  regard  to  a  change  in  the  method  of  indirect 
taxation,  the  report  observed  that  a  value-added  tax  might 
be  superior  to  the  purchase  tax  in  freeing  producers'  goods 
of  tax,  thereby  facilitating  trade  and  production 
neutrality.  5^/ 

One  year  after  the  publication  of  the  NEDO  report,  the 
Conservative  Party,  in  the  General  Election  of  1970,  pledged 
to  seek  U.K.  membership  in  the  EEC  and  to  reform  the  coun- 
try's tax  system.  The  party's  election  manifesto  promised 
to  "...  abolish  the  selective  employment  tax,  as  part  of  a 
wider  reform  of  indirect  taxation,  possibly  involving 
replacement  of   the  purchase  tax  by   a  value  added  tax."  6/ 


i./  Ibid. ,  paragraph  303. 

2/     Ibid. ,  paragraph  323. 

V  National  Economic  Development  Office,  Value  Added  Tax, 
London,  Her  Majesty's  Stationery  Office,  1969,  p.  4. 

i./  Ibid . ,  p .  5 . 

5/   Ibid. ,  pp.  63-64. 

£/  Dorothy  Johnstone,  A  Tax  Shall^Be  Charged,  London,  Her 
Majesty's  Stationery  Office,  1975,  p.  12. 
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Since  services  were  not  subject  to  purchase  tax,  the  selec- 
tive employment  tax  had  been  introduced  in  1966  as  a  levy  on 
employee  services,  but  payable  by  the  employer.  A  number  of 
defects  in  the  tax  soon  became  evident. 

The  tax  mechanism  was  so  cumbersome  and  ill-applied 
that  it  has  caused  economic  distortions  in  trade. 
In  addition,  there  were  no  relief  provisions  for 
services  related  to  exports,  many  services  were  not 
covered  at  all,  and  there  also  was  a  large  increase 
in  "moonlighting"  activities  especially  in  the 
construction  industry.  \/ 

After  winning  the  election,  the  Conservative  government 
announced  in  a  March  1971  "Green  Paper"  its  intention  to 
eliminate  the  selective  employment  tax. 

The  Government  is  committed  to  undertake,  during 
the  life  of  this  Parliament,  a  major  reform  of  the 
taxation  system  that  will  include  the  abolition  of 
the  selective  employment  tax  and  a  radical  sim- 
plification of  a  tax  system  that  has  been  allowed 
to  become  too  complex  and  discriminatory.  2/ 

Although  indirect  taxes  were  relatively  high  in  the  United 
Kingdom,  3/  they  were  derived  from  a  relatively  narrow  base 
of  consumer  expenditures;  excises  on  alcohol,  fuel,  and 
tobacco  and  the  purchase  tax  on  consumer  durables.  4^/  The 
new  government  sought  a  more  broadly-based  system  of 
indirect  taxation  which,  "by  discriminating  less  between 
different  types  of  goods  and  services,  would  reduce  the 
distortion  of  consumer  choice."  5/ 


V  "United  Kingdom:  Value  Added  Tax,"  European  Taxation, 
October,  1972,  p.  256. 

2^/  Value-Added  Tax,  Green  Paper,  Presented  to  Parliament  by 
the  Chancellor  of  the  Exchequer  by  Command  of  Her 
Majesty,  London,  Her  Majesty's  Stationery  Office,  1971, 
p.  3. 

2/  National  Economic  Development  Office,  op.  cit . , 
pp.  22-23. 

j4 /   Ibid  .  ,  p .  2 . 

5^/  Value-Added  Tax,  Green  Paper,  op.  cit.,  p.  3. 
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The  value-added  tax  was  a  logical  choice.  The  purchase 
tax  could  not  be  extended  to  services  because  it  was  levied 
at  the  wholesale  stage.  \J  A  cascade  turnover  tax  was 
rejected  because  it  would  distort  the  industrial  structure, 
penalize  capital  formation,  and  complicate  the  calculation 
of  border  tax  adjustments.  2/  A  retail  sales  tax  was  char- 
acterized as  "impracticable^  because  all  the  revenue  would 
be  collected  at  the  retail  stage.  3/  With  an  eye  on  the  EEC 
Directives,  the  Green  Paper  opted  ^or  a  value-added  tax  be- 
cause it  would  improve  efficiency  and  "an  increasing  number 
of  countries  are  adopting  the  value-added  tax."  4/ 
Accordingly,  on  March  30,  1971,  Anthony  Barber,  tKe 
Chancellor  of  the  Exchequer,  announced  in  his  budget  speech 
that  a  value-added  tax  would  be  introduced,  to  be  effective 
April  1973.  5/ 


\J  Ibid . ,  p .  4  . 

2/  Ibid. ,  p.  4. 

ZJ  Ibid .  ,  p .  4 . 

kj  Ibid. ,  p.  4. 

bj  Johnstone,  0£.  cit . ,  p.  126, 
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IV.   IMPLEMENTATION 


In  nearly  all  EEC  countries,  the  switch  to  the  value- 
added  tax  meant  additional  taxpayers  and  more  detailed 
accounting  and  reporting  requirements.  The  cascade  turnover 
taxes  of  Belgium,  1/  and  the  Netherlands,  2/  for  example,  as 
well  as  the  pre-1968  French  value-added  tax,  3^/  did  not 
apply  to  retailers.  The  single-stage  sales  taxes  of 
Denmark,  Ireland,  and  the  United  Kingdom  excluded  many  tax- 
payers covered  by  a  value-added  tax.  In  Germany,  there  was 
very  little  increase  in  the  number  of  taxpayers  because  the 
cascade  tax  was  relatively  comprehensive,  applying  even  to 
retailers  and  to  services.  4/  The  number  of  taxpayers 
increased  from  28,000  to  35,00"Q  in  Ireland,  5/  from  250,000 
to  300,000  in  the  Netherlands,  6/  and  from  75,000  7/  to 
about  1.25  million  in  the  United  Kingdom.  8^/ 

The  cascade  turnover  and  single-stage  taxes  shared  the 
common  characteristic  that  tax  liability  was  determined 
exclusively  on  the  basis  of  sales  or  turnover.  The  Belgian 
and  Italian  turnover  taxes  did  not  even  require  the  taxpayer 
to  file  a  return.  Revenue  stamps  were  purchased  from  banks, 
post  offices,  and  other  outlets  and  attached  to  the  invoice 
documenting   a   sale.  9/   The  value-added  tax,  in  contrast. 


\/  Due,  0£.  cit. ,  p.  94. 

2/  Ibid. ,  p.  86. 

3/  Ibid. ,  p.  125. 

4/  Ibid. ,  p.  53. 

5/  Discussion  with  officials  of  the  Irish  Office  of  Revenue 
Commissioners,  Value-Added  Tax  Branch,  Dublin, 
March  10-11,  1980. 

6^/  Discussion  with  officials  of  the  Netherlands  Ministry  of 
Finance,  The  Hague,  March  12,  1980. 

2/  Johnstone,  0£.  cit. ,  p.  7. 

8/  Commissioners  of  Her  Majesty's  Customs  and  Excise, 
Review  of  Value  Added  Tax,  London,  Her  Majesty's 
Stationery  Office,  1978,  p.  8. 

9^/  Due,  o£.  cit.  ,  p.  96. 
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requires  a  taxpayer  to  report  his  purchases  as  well  as  his 
sales.  The  result  is  more  detailed  record  keeping  and 
accounting  for  taxpayers  and  additional  enforcement  and 
audit  responsibilities  for  revenue  authorities.  Dorothy 
Johnstone,  who  was  closely  involved  with  the  planning  and 
introduction  of  the  U.K.  value-added  tax  as  Under  Secretary 
(Machinery)  in  the  Value-Added  Tax  Division  of  the  Customs 
and  Excise  Department,  commented  on  the  magnitude  of  the 
problem  for  the  United  Kingdom. 

For  VAT,  a  register  of  over  a  million  names  had  to 
be  set  up;  thousands  of  millions  of  transactions 
had  to  be,  in  principle  at  least,  singly  recorded 
and  accounted  for;  a  vast  volume  of  new  administra- 
tive paper  had  to  be  organized  to  flow  between 
taxpayers  and  the  tax  authority.  1/ 

Considering  the  additional  taxpayers  and  accounting 
demands,  it  is  not  surprising  that  the  introduction  of  the 
value-added  tax  was  accompanied  by  elaborate  information  and 
education  programs  designed  to  explain  the  new  tax  to 
unfamiliar  businesses  and  consumers. 

Starting  in  April  1969,  two  years  before  the  tax  became 
effective,  Belgium  inaugurated  an  information  program  aimed 
at  both  taxpayers  and  consumers.  The  program,  which 
described  the  operation  and  effect  of  the  new  tax,  relied 
heavily  on  newspaper  and  television  advertising  and  the 
dissemination  of  information  by  trade  associations.  2^/ 
Special  attention  was  devoted  to  the  expected  price  impact 
of  the  value-added  tax.  In  an  effort  to  hold  the  prices  of 
goods  constant,  the  new  law  provided  that  cascade  turnover 
tax  paid  on  inventories  was  deductible  against  a  taxpayer's 
value-added  tax  liability.  3^/  The  Belgian  government  opened 
special  telephone  numbers  which  traders  and  consumers  could 
call  for  an  explanation  of  the  expected  price  impact  of  the 
tax. 


1/  Johnstone,  0£.  cit . ,  p.  7. 

2^/  Discussion  with  officials  of  the  Belgian  Ministry  of 
Finance,  Brussels,  March  17,  1980. 

3^/  International  Bureau  of  Fiscal  Documentation, 
yalue-Added  Taxation  in  Europe ,  Amsterdam,  current 
loose-leaf  service,  Belgium,  section  9.3. 
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Six  months  of  Parliamentary  hearings  with  trade  and 
industry  groups  preceded  the  enactment  of  the  German  value- 
added  tax  law  in  May,  1967.  This  was  followed  by  a  seven- 
month  information  program  lasting  until  the  tax  took  effect 
on  January  1,  1968.  The  publication  of  a  handbook 
describing  the  new  system  and  the  use  of  mock  invoices  and 
tax  returns  were  important  elements  in  the  program.  The 
"trial  run"  invoices  and  returns  provided  taxpayers  with 
experience  in  compiling  a  correct  return  and  alerted  the 
revenue  authorities  to  unexpected  problems.  \/ 

In  contrast  to  Germany's  relatively  brief  transition, 
Ireland  prepared  for  the  value-added  tax  over  a  two  and  one- 
half  year  period.  Although  the  law  was  enacted  July  1,  1972 
and  took  effect  November  1,  1972,  the  decision  to  introduce 
a  value-added  tax  was  made  in  July  1970.  2^/  This  decision 
was  followed  by  the  March  1971  publication  of  a  paper, 
"Proposals  for  a  Value-Added  Tax",  and  by  the  October  1971 
publication  of  draft  legislation.  The  "Proposals"  paper 
described  the  tax  and  invited  comment  from  interested 
parties.  V 

Officials  from  the  Irish  Office  of  Revenue  Commissioners 
attended  public  meetings  throughout  the  country  to  explain 
the  new  tax.  Seminars,  including  slide  shows  demonstrating 
how  to  complete  a  value-added  tax  return,  were  held  with 
chambers  of  commerce,  associations  of  manufacturers,  whole- 
salers, retailers,  and  other  representative  bodies.  A 
"Guide  to  the  Value-Added  Tax"  was  issued  in  July  1972.  It 
was  representative  of  a  wide  variety  of  published  material 
designed  to  familiarize  the  business  community  with  the  new 
tax.  4/ 


_!/  Discussion  with  officials  of  the  German  Ministry  of 
Finance,  Bonn,  March  20,  1980. 

2^/  Office  of  Revenue  Commissioners,  Value-Added  Tax  Branch, 
"Value-Added  Tax,"  Dublin,  unpublished  paper,  p.  1.  . 

3^/  I  b  id .  ,  p .  4 . 

£/   Ibid. ,  p.  5. 
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The  Irish  Minister  of  Finance  also  appointed  an  Advisory 
Council  "to  consider  any  transitional  problems  arising  from 
the  implementation  of  the  Value-Added  Tax  Act."  1^/  The 
Council,  whose  six-months  tenure  spanned  the  three  months 
before  and  after  the  introduction  of  the  tax,  was  composed 
of  representatives  from  industry,  trade,  commerce,  agricul- 
ture, and  consumers.  A  senior  official  of  the  Value-Added 
Tax  Branch  of  the  Office  of  Revenue  Commissioners  attended 
the  Council  meetings  in  an  advisory  capacity.  2^/ 

The  Advisory  Council  offered  suggestions  to  the  Minister 
of  Finance  in  the  four  areas  in  which  it  concentrated  its 
efforts:  (1)  farmers  and  new  taxpayers;  (2)  transitional 
problems  facing  taxpayers  formerly  subject  to  wholesale  and 
retail  sales  tax;  (3)  technical  issues;  and  (4)  the  impact 
of  the  value-added  tax  on  the  cost  of  living.  To  minimize 
the  price  impact  of  the  new  tax  the  Council  "engaged  in  a 
publicity  campaign  and  extensive  advertisements  were  put  in 
the  national  dailies  and  space  was  booked  on  radio  and 
television,  indicating  the  areas  where  prices  would... be 
affected  by  the  tax."  3^/  Business  representatives  stress 
that  the  Irish  government's  extensive  education  campaign, 
both  before  and  after  the  introduction  of  the  value-added 
tax,  facilitated  acceptance  of  the  tax  by  the  business 
community.  4^/ 

Like  Ireland,  the  Netherlands  provided  business  and  com- 
mercial organizations  with  an  advance  draft  of  its  proposed 
value-added  tax  legislation.  "This  enabled  entrepreneurs  to 
get  to  know  the  new  system  and  enabled  the  drafters  of  the 
bill   to   take   their   views  into   account."  5/   In  the  six 


\/  Advisory  Council  on  the  Transition  to  Value-Added  Tax, 
Final  Report  of  the  Council  to  the  Minister  for  Finance , 
Dublin,  1973,  p.  1. 

2/   Ibid. ,  p.  1. 

ZJ     Ibid . ,  p .  2 . 

4^/  Discussion  with  representatives  of  the  Dublin  Chamber  of 
Commerce,  Dublin,  March  11,  1980. 

5^/  K.  Millenaar,  Director  of  Taxes,  Head  of  the  Customs 
Duty  and  Consumption  Tax  Directorate,  Netherlands 
Ministry  of  Finance,  The  Hague,  "Value-Added  Tax  in  the 
Netherlands,"  an  address  to  the  Finance  Committee  of  the 
Israeli  Parliament,  1972,  p.  13. 
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months  between  the  passage  of  the  value-added  tax  law  and 
its  effective  date,  the  government  relied  on  lectures, 
booklets,  personal  visits,  television  courses,  and  special 
telephone  numbers  to  disseminate  information  about  the  new 
tax.  _!/  Much  of  this  information  was  aimed  at  small 
taxpayers  since  it  was  assumed  that  the  large  established 
traders  would  have  access  to  expert  accounting  and  legal 
advice.  2/ 

Soon  after  the  June  1970  election  of  the  Conservative 
government  in  the  United  Kingdom,  the  Customs  and  Excise 
Department  began  its  work  on  the  value-added  tax.  The  first 
few  weeks  were  spent  assembling  a  value-added  tax  planning 
unit.  This  was  followed  by  the  drafting  of  a  "Green  Paper" 
describing  the  tax  and  a  series  of  papers  on  potential 
special  treatment  areas,  such  as  food,  farmers,  and 
buildings.  3^/  By  early  1971  Customs  and  Excise  held  its 
first  meetings  with  industry  and  trade  associations.  £/ 

In  order  to  benefit  from  European  experience.  Customs 
and  Excise  officials  "composed  small  delegations  to  visit 
other  countries  where  VAT  already  existed  and  talk  to  the 
civil  servants  who  were  running  it  in  those  countries."  5^/ 
All  this  was  done  before  the  government's  formal  value-added 
tax  announcement  on  March  30,  1971.  6^/  Along  with  the 
announcement  the  government  issued  its  Green  Paper 
describing  the  tax  and  inviting  "trade  and  professional 
associations  and  other  interested  parties  an  opportunity  to 
consider  and  comment  on  those  aspects  of  the  tax  that  would 
particularly  affect  them."  JJ 


1/   Ibid. ,  pp.  13-14. 
2/  Ibid. ,  p.  13. 


zy  Johnstone,  o£.  cit. ,  pp.  14-20. 

4/  Ibid. ,  p.  20. 

5/  Ibid. ,  p.  21. 

y  Ibid. ,  p.  21. 

Z/  Value-Added  Tax,  Green  Paper,  o£.  cit. ,  p.  3. 


-24- 


By  autumn  of  1971,  Customs  and  Excise  was  having  daily 
consultations  and  meetings  with  trade  associations.  A  dozen 
discussion  papers  on  registration,  valuation,  partial  exemp- 
tion, and  other  important  issues  were  circulated  to  400 
trade  and  professional  bodies.  1^/  The  papers  and  consulta- 
tions created  an  important  two-way  flow  of  information.  The 
business  community  not  only  learned  the  government's 
thinking,  but  was  given  an  opportunity  to  respond  to 
specific  proposals. 

[A]  11  the  responses  we  received  were  read,  tabu- 
lated and  thought  about,  and  as  there  were  thou- 
sands of  them  altogether,  that  in  itself  was  a 
substantial  task.  But  we  found  it  a  very  valuable 
source  of  ideas  and  enlightment.  2^/ 

The  consultation  with  traders  continued  throughout  the 
1972-1973  period,  even  extending  past  the  April  1,  1973 
introduction  of  the  tax. 

We  let  it  be  known  that  we  would  be  ready  and 
anxious  to  provide  speakers  on  VAT  for  gatherings 
of  prospective  taxpayers  arranged  by  trade  associa- 
tions, chambers  of  commerce,  industrial  training 
boards,  professional  institutes  and  similar  bodies. 
By  the  middle  of  1973,  to  our  considerable  aston- 
ishment, we  added  up  the  results  and  found  that  we 
had  addressed  over  11,000  of  such  gatherings.  V 

Both  government  officials  and  business  representatives 
agreed  on  the  importance  of  these  consultations. 

As  for  the  consultative  meetings  themselves,  I 
should  say  straight  away  that  the  amounts  of  educa- 
tion, advice  and  assistance  that  we  received  from 
the   representative  bodies  were  immense,  and  while 


1/  Johnstone,  0£.  c i t . ,  pp.  28-29, 
2/   Ibid. ,  p.  29. 
3/  Ibid. ,  p.  83. 
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we  hoped  that  the  meetings  were  useful  to  the  pro- 
spective taxpayers,  we  were  in  no  doubt  whatever 
about  their  usefulness,  in  total,  to  us  as  tax 
administrators.  \/ 

Business  representatives,  in  turn,  believe  that  the  consul- 
tations enabled  them  to  explain  standard,  but  unfamiliar, 
business  practices  to  revenue  officials.  This  allowed  for  a 
tax  that  conformed  to  these  practices,  rather  than  one  that 
forced  unusual  business  practices  on  industry.  2/ 

The  consultations  were  supplemented  by  published 
materials  and  advertisements.  Two  notices,  a  General  Guide, 
and  a  Scope  and  Coverage  statement,  were  published  in  the 
fall  of  l97i,  after  the  passage  of  the  law. 

The  two  main  notices,  together  with  the  registra- 
tion form,  the  supplementary  registration  forms  for 
certain  types  of  businesses,  the  list  of  trade 
classifications  into  which  businesses  were  asked  to 
categorize  themselves,  an  envelope  for  posting  the 
forms,  a  reply-paid  postcard  for  sending  other 
notices,  and  a  friendly  introductory  letter  from 
the  Chairman  of  the  Board  of  Customs  and  Excise, 
were  assembled  into  what  we  called  officially  the 
general  information  package.  3^/ 

This  material  was  mailed  to  businesses  subject  to  value- 
added  tax  and  its  availability  was  made  known  through 
posters  in  banks,  post  offices,  and  other  public  places  and 
through  advertisements  in  trade  journals.  £/ 

Concurrent  with  the  consultation  and  information  pro- 
gram, the  United  Kingdom  faced  the  need  to  hire  and  train 
additional  staff.  About  75,000  businesses  had  been  regis- 
tered for  purchase   tax;   the   value-added  tax  would  involve 


1/  Ibid. ,  p.  30. 


2/     Discussion  with  representatives  of  the  U.K.  Oil  Industry 
Taxation  Committee,  London,  April  11,  1980. 

3^/  Johnstone,  o£.  c i t . ,  p.  89. 

1/   Ibid. ,  p.  90. 
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over  one  million  taxpayers  and  require  a  staff  of  at  least 
8,000  individuals,  6,000  more  than  that  assigned  to  the 
purchase  tax.  1^/ 

The  U.K.  personnel  training  program  began  with  the 
hiring  of  twenty-four  "core  instructors"  in  October  1971. 
These  individuals,  who  were  chosen  for  their  teaching 
ability,  first  participated  in  their  own  six-months  training 
programs.  During  this  time  they  were  actively  involved  in 
the  design  of  the  value-added  tax.  Between  April  and  June, 
1972,  the  twenty-four  instructors  divided  into  six  teams  of 
four  persons  each  and  trained  30  local  instructors  per  team. 
From  June  1972  to  April  1973,  these  180  instructors  covered 
the  local  areas  in  teams  of  five  to  six  individuals.  Their 
assignment  was  to  train  the  local  officials  in  a  three-week 
program  of  lectures,  workbooks,  and  case  problems.  2/ 

By  April  1973,  the  goal  of  training  a  staff  of  8,000  had 
been  met.  Reviewing  the  training  and  education  program. 
Customs  and  Excise  officials  stress  the  following: 

1.  The  link  between  the  24  core  instructors  and  the 
local  offices  was  important  in  developing  a  clear 
understanding  of  the  tax  at  the  local  level; 

2.  The  training  staff  had  to  be  constantly  reeducated 
as  changes  were  made  in  the  proposed  legislation; 

3.  The  training  staff  had  to  actively  contact  traders 
and  encourage  them  to  attend  the  value-added  tax 
seminars  and  trading  associations;  and 

4.  It  is  important  that  the  materials  used  to  educate 
the  traders  be  simple  and  easy  to  understand.  On  more 
than  one  occasion  the  government  training  staff  learned 
that  forms  and  booklets  which  had  been  cleared  by  a 
trade  association  were  unintelligible  to  the 
association's  members. 


1/  Ibid. ,  p.  41. 


2/  Discussion  with  officials  of  the  Customs  and  Excise 
Department,  Southend,  April  9,  1980. 
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V.   GENERAL  VALUE-ADDED  TAX  SYSTEM 


Because  the  First  and  Second  EEC  Directives  established 
only  a  very  general  value-added  tax  framework,  they  per- 
mitted wide  latitude  among  the  Member  States  with  respect  to 
coverage,  rates,  and  administrative  procedures.  This  varia- 
tion was  narrowed  substantially  by  the  Sixth  Directive, 
adopted  by  the  EEC  Council  on  May  17,  1977.  V  The  Sixth 
Directive  superseded  the  Second  Directive  and  became  effec- 
tive January  1,  1979  after  a  12-month  postponement.  2/  It 
has  two  objectives:  to  continue  the  progress  toward  the 
harmonization  of  the  Member  States'  indirect  tax  systems  and 
to  implement  the  EEC's  "own  resources"  program.  The 
Directive's  common  definitions  for  such  important  terms  as 
"taxable  persons,"  "i/  "taxable  transactions,"  £/  "chargeable 
event,"  5/  "taxable  amount,"  6/  "rates,"  7/  and  "exemp- 
tions" 8/  provide  for  more  uniform  value-added  taxation. 
The  Sixth  Directive  also  covers  administrative  details  such 
as  record  keeping  and  the  filing  of  returns,  9/  and 
establishes  "special  schemes"  to  simplify  the  operation  of 
the  value-added  tax  system  for  small  businessmen  and 
farmers,  10/ 


1^/     dePass,  op.  cit . ,  p.  2i. 

2/     Germany  adopted  the  Sixth  Directive  January  1,  1980,  the 
last  EEC  country  to  do  so. 

"i/      "Sixth  Council  Directive,"  Official  Journal  of  the 
European  Communities,  June  1977,  Article  4. 

£/  Ibid. ,  Articles  5,  6,  and  7. 

5/  Ibid.,  Article  10. 

6/  Ibid. ,  Article  11. 

1/  Ibid. ,  Article  12. 

8/  Ibid.,  Article  13. 

9/  Ibid.,  Article  22. 

10/  Ibid. ,  Articles  24  and  25. 
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By  specifying  a  common  value-added  tax  base,  the 
Directive  also  provides  the  EEC  with  a  major  revenue  source. 
A  Council  Decision  of  April  21,  1970  entitles  the  EEC  to  the 
revenues  from  a  one  percent  (maximum)  value-added  tax  on  a 
uniform  basis  of  assessment.  _!/  These  revenues  are  treated 
as  a  Community,  rather  than  individual  Member  State,  revenue 
source.  2/  Together  with  agricultural  levies  and  customs 
duties,  the  value-added  tax  receipts  comprise  the  EEC 
budget.  To  insure  equal  financial  treatment  among  the  Member 
States,  the  value-added  tax  receipts  in  the  budget  are 
derived  from  the  uniform  basis  of  assessment  provided  by  the 
Sixth  Directive.  Until  the  Directive  became  effective. 
Member  States  contributed  to  the  EEC  on  the  basis  of 
relative  shares  of  gross  national  product.  3^/ 

1.  Scope.  Although  there  are  numerous  exceptions,  the 
Sixth  Directive  mandates  a  broadly-based  value-added  tax. 
It  applies  to  the  supply  of  goods  or  services  by  a  taxable 
person  and  to  the  import  of  goods.  4^/  There  is  no  require- 
ment that  the  sale  or  import  generate  a  profit.  Tax  liabil- 
ity arises  regardless  of  whether  the  taxable  activity  is 
carried  on  by  an  individual,  partnership,  or  corporation. 

The  Directive  defines  a  "taxable  person"  as  anyone  who 
"independently"  acts  as  a  producer,  trader,  or  supplier  of 
services,  including  mining,  agricultural,  or  professional 
activities.  V  These  activities  must  be  carried  out  on  a 
regular  or  sustained  basis;  occasional  transactions  are 
taxed  at  the  discretion  of  Member  States.  The  requirement 
that  a  taxable  person  act  in  an  "independent"  capacity 
excludes  employees  from  an  obligation  to  charge  value-added 
tax  on  services  provided  to  their  employers.  Governmental 
entities  are   not   taxable   persons,   except  if  they  compete 


V  R.  Goergen,  "The  Decisions  of  the  Council  of  Ministers 
of  the  Community  on  the  Proposal  for  a  Sixth  Directive 
on  VAT,"  European  Taxation,  Vol.  17,  February  1977, 
p.  48. 

2/  "Adoption  of  Sixth  VAT  Directive,"  European  Taxation, 
Vol.  17,  May  1977,  p.  177. 

3/   Ibid.,  p.  177. 

4/   "Sixth  Council  Directive,"  op.  cit. ,  Article  2. 

5/   Ibid.,  Article  4,  paragraphs  1  and  2. 
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with  commercial  enterprises,  such  as  in  telecommunications, 
the  transport  of  goods  and  passengers,  and  the  supply  of 
water,  gas,  and  electricity.  \/ 

According  to  the  Directive,  a  "supply  of  goods"  is  "the 
transfer  of  the  right  to  dispose  of  tangible  property  as 
[the]  owner."  2/  This  includes  the  sale  of  goods  on  an  in- 
stallment basis.  2/  "r^*^  definition  also  includes  the  per- 
sonal use  of  business  assets,  as  well  as  the  production  of 
goods  on  which  value-added  tax  would  not  be  deductible  if 
purchased  from  a  taxable  person.  4^/  This  last  provision 
prevents  the  competitive  distortions  which  arise  if  an 
exempt  trader,  which  is  not  allowed  to  deduct  tax  imposed  on 
purchases,  attempts  to  avoid  that  tax  by  producing  goods  for 
use  within  its  own  business.  A  "supply  of  services"  is 
defined  on  a  residual  basis;  it  is  any  transaction  which  is 
not  a  supply  of  goods.  V  Unlike  the  Second  Directive,  the 
Sixth  Directive  does  not  restrict  the  compulsory  taxation  of 
services  to  those  related  to  the  supply  of  taxable  goods. 
All  services  are  taxable  unless  specifically  exempt.  The 
"importation  of  goods"  is  simply  the  entry  of  goods  into  a 
Member  State.  6^/ 

Although  the  delivery  of  goods  or  performance  of 
services  triggers  a  taxable  event,  1/  the  Directive  also 
provides  that  a  taxable  event  may  arise  when  the  supplier 
issues  an  invoice  for  the  goods  or  services.  8^/  The  "tax- 
able  amount"   is   the   full   consideration  received  for  the 


\/  Ibid. ,  Article  4,  paragraph  5  and  Annex  D. 

2/  Ibid. ,  Article  5,  paragraph  1. 

3^/  Ibid. ,  Article  5,  paragraph  4(b). 

4^/  Ibid. ,  Article  5,  paragraphs  6  and  7(a). 

5^/  Ibid. ,  Article  6,  paragraph  1. 

6/  Ibid.,  Article  7. 

7/  Ibid. ,  Article  10,  paragraph  2. 

8/  Ibid. ,  Article  10,  paragraph  2. 
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supply  of  the  good  or  service.  \/  It  includes  taxes  (other 
then  the  value-added  tax),  duties,  and  incidental  expenses 
such  as  packaging,  transportation,  and  insurance  costs 
charged  to  the  purchaser.  2/  The  taxable  amount  does  not 
include  discounts  or  rebates.  ZJ 

2.  Tax  rates.  Although  the  ultimate  goal  of  the 
harmonization  objective  is  a  set  of  uniform  Community-wide 
value-added  tax  rates,  the  Sixth  Directive  allows  the  Member 
States  to  continue  to  set  their  own  rates.  It  permits  each 
State  to  set  a  "standard  rate,"  as  well  as  increased  or  re- 
duced rates.  £/  Imports  are  taxed  at  the  same  rate  as  their 
domestic  counterparts.  5^/  As  summarized  in  Table  2,  this 
discretion  has  resulted  in   a  variety  of  Member  State  rates. 

Only  Denmark  has  a  single  rate  value-added  tax  rate. 
Germany,  Luxembourg,  the  Netherlands,  and  the  United  Kingdom 
have  two  rates;  Belgium,  France,  and  Ireland  have  three 
rates;  and  Italy  has  seven  rates.  The  multiple-rate  coun- 
tries impose  an  increased  tax  burden  on  "luxuries"  and  a  re- 
duced tax  burden  on  "necessities."  Typically,  higher  rates 
apply  to  automobiles,  furs,  jewelry,  and  television  sets  and 
lower  rates  to  food,  clothing,  and  medicine.  Taxable  items 
not  subject  to  a  special  rate  are  taxed  at  the  standard 
rate,  which  ranges  from  a  low  of  10  percent  in  Luxembourg  to 
a  high  of  25  percent  in  Ireland. 

The  "zero  rate,"  used  extensively  by  both  Ireland  and 
the  United  Kingdom,  completely  eliminates  the  value-added 
tax  on  a  good  or  service.  Article  17  of  the  Sixth  Directive 
provides  for  tax  liability  to  be  determined  by  the  invoice 
or  deduction  method.  A  trader's  tax  liability  is  equal  to 
the  tax  charged  on  sales  less  tax  paid  on  purchases.  Any 
excess  of  input  tax  over  output  tax  is  either  refunded  or 
carried  forward.  The  zero  rate  method  applies  a  rate  of 
zero   to   sales  of   the  preferentially-taxed  items,   such  as 


1/  Ibid. ,  Article  11,  paragraph  A. 1(a). 

2/  Ibid. ,  Article  11,  paragraph  2. 

3./  Ibid. ,  Article  11,  paragraphs  3(a)  and  (b)  . 

4/  Ibid. ,  Article  12,  paragraphs  3  and  4. 

5./  Ibid.  ,  Article  12,  paragraph  5. 
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food  and  clothing,  but  allows  a  full  deduction  for  tax  paid 
on  the  purchase  of  items  related  to  the  sale.  The  retail 
grocer's  purchases  of  food,  electricity,  freezer  cabinets, 
and  other  supplies  probably  have  borne  value-added  tax. 
Allowing  a  full  deduction  for  these  taxes  frees  the  grocer's 
food  sales  of  value-added  tax  liability. 

EEC  officials  view  zero  rates  as  incompatible  with  the 
Sixth  Directive.  ]^/  But  because  it  was  politically  impos- 
sible to  eliminate  them,  the  Sixth  Directive  permits  the 
zero  rates  which  existed  on  December  31,  1975  to  continue 
until  prohibited  by  the  EEC  Council.  2/  This  provision 
applies  mainly  to  Ireland  and  the  United  Kingdom.  Although 
exports  are  zero  rated  in  all  countries  (to  implement  the 
destination  principles  of  border  tax  adjustment),  only 
Ireland  and  the  United  Kingdom  make  extensive  use  of  zero 
rates  to  reduce  the  taxation  of  domestic  consumption. 

3.  Exemptions.  In  addition  to  reduced  rates,  the 
Member  States  also  provide  value-added  tax  relief  by  exemp- 
tion. If  a  good  or  service  is  exempt,  no  tax  is  charged  on 
its  sale  or  supply,  but  no  deduction  is  allowed  for  tax  on 
purchases.  Hospital  and  medical  care,  for  example,  is 
exempt  under  the  Sixth  Directive.  3^/  A  hospital  charges  no 
tax  on  its  services  and  is  allowed  no  deduction  for  tax  on 
its  purchases.  In  contrast  to  the  zero  rate,  an  exempt 
transaction  bears  some  value-added  tax.  Tax  is  charged  on 
purchases  of  the  exempt  supplier,  but  not  on  the  value  added 
by  the  exempt  organization. 

The  Second  Directive  allowed  Member  States  almost  un- 
limited freedom  in  exempting  transactions.  "Each  Member 
State  may .. .determine  the  other  exemptions  which  it  con- 
siders necessary."  4/   The   Sixth  Directive  restricts  that 


\/     Pierre  Guieu,  "EC:  Sixth   Council   Directive   on   VAT 
(Uniform  Basis  of  Assessment),"   Inter tax,  July  1977, 
p.  250. 

2^/   "Sixth  Council  Directive,"  0£.   c it.  ,  Article  28, 
paragraph  2. 

3^/  Ibid. ,  Article  13,  paragraph  A.l(b). 

£/   "Second  Council  Directive,"  o£.  cit .  ,  Article  10, 

paragraph  3. 
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freedom  substantially.  After  a  transition  period  ending  not 
earlier  than  1983,  the  exemptions  listed  in  Article  13  must 
be  applied  and  no  others  are  allowed.  \J 

Article  13  exempts  two  general  categories  of  activity, 
those  performed  in  the  "public  interest"  and  those  related 
to  finance  and  real  estate.  Exempt  activities  performed  in 
the  public  interest  include  postal  services,  hospital,  medi- 
cal, and  dental  care,  education,  cultural  activities,  and 
noncommercial  radio  and  television.  The  exemption  for 
public  interest  services  applies  irrespective  of  whether  the 
service  is  publicly  or  privately  provided.  Both  public  and 
private  schools,  for  example,  qualify  for  the  education  ex- 
emption. Traditional  government  functions,  such  as  national 
defense  and  law  enforcement  are  also  treated  as  exempt, 
although  they  are  not  covered  by  Article  13.  According  to 
Article  4  of  the  Sixth  Directive,  governments  are  not  con- 
sidered taxable  persons  when  engaged  in  activities  in  pur- 
suit of  their  public  functions.  2/  In  effect,  governments 
are  treated  like  final  consumers,  paying  tax  on  airplanes, 
automobiles,  furniture,  and  other  purchases  and  receiving  no 
deduction  for  that  tax. 

Article  13  also  exempts  insurance,  banking  and  financial 
transactions,  the  leasing  of  (non-transient)  immovable  pro- 
perty (real  estate) ,  and  the  supply  of  previously-occupied 
buildings.  Except  for  insurance,  these  exemptions  are 
optional.  The  reason  for  the  option  is  that  value-added  tax 
exemption  is  a  mixed  blessing.  An  individual  tenant  renting 
a  house  or  apartment  for  residential  purposes  clearly  bene- 
fits from  not  paying  value-added  tax  on  the  rent.  But  a 
taxable  person  would  prefer  to  pay  value-added  tax  on  space 
rented  for  business  purposes  since  it  would  be  deductible. 
If  the  rent  was  exempt,  there  would  be  no  deduction,  even 
for  the  value-added  tax  on  the  materials  used  to  construct 
the  rental  space.  Since  the  cost  of  the  materials  is  re- 
flected in  the  rental  price,  exemption  creates  the  multiple 
taxation  which  was  a  classic  defect  of  the  cascade  turnover 
taxes. 

Consider,  for  example,  a  restaurant  (a  taxable  person) 
with  sales  of  $2,000  and  rental  expense  of  $1,000.  For 
simplicity,  other  purchases  and  expenses  are  ignored.  The 
following  example  shows  the  difference  between  treating  rent 
as  a  taxable  (at  10  percent)  or  exempt  activity. 


\/      "Sixth  Council  Directive,"  0£.  cit. ,  Articles  13  and  28. 
2/     Ibid. ,  Article  4,  paragraph  5. 
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If  rent  is  taxable,  the  $100  in  value-added  tax  imposed 
on  the  restaurant's  rental  expense  may  be  deducted  from  the 
tax  charged  on  its  sales.  The  restaurant's  tax-exclusive 
sales  are  $2,200  of  which  $200  is  value-added  tax.  If, 
however,  rent  is  exempt,  no  deduction  is  allowed.  Assume 
that  $50  in  value-added  tax  was  imposed  on  the  "bricks  and 
mortar"  used  to  construct  the  rental  space.  This  adds  to 
the  rental  expense,  but  no  deduction  is  allowed. 
Accordingly,  the  restaurant's  sales  now  reflect  $250  in 
value-added  tax,  $200  on  the  supply  of  meals  and  $50 
embodied  in  the  rental  expense.  Although  the  tax  rate  is  10 
percent,  the  restaurant's  $2,000  in  sales  bear  $250  in 
value-added  tax  because  of  the  cascade  nature  of  the  rent 
exemption. 

The  Sixth  Directive  allows  Member  States  to  avoid  this 
problem  by  taxing  these  otherwise  exempt  transactions.  The 
option  need  not  be  applied  in  blanket  form.  A  Member  State 
can  exempt  rents  paid  by  non-taxable  persons  (either  final 
consumers  or  exempt  traders) ,  but  tax  rents  paid  by  taxable 
persons. 

During  the  transitional  period,  the  Sixth  Directive  also 
allows  Member  States  to  continue  to  tax  some  activities 
which  are  exempt  under  Article  13  and  to  continue  to  exempt 
some  taxable  activities.  V  Member  States,  for  example,  may 
continue  to  tax  dental  services,  cultural  activities,  and 
certain  financial   transactions.  2/   Similarly,   they  may 


i/  Ibid. ,  Article  28,  paragraph  3. 
2/   Ibid. ,  Annex  E. 
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continue  to  exempt  admissions  to  sporting  events,  legal 
services,  passenger  transport,  and  the  supply  of  new 
buildings.  _!/ 

Notwithstanding  these  transitional  exceptions,  the 
Member  States  already  have  complied  substantially  with  the 
basic  exemption  provisions  of  the  Sixth  Directive.  This  is 
illustrated  by  Table  2,  which  summarizes  the  significant 
exemptions  of  the  Member  States.  All  of  the  countries,  for 
example,  exempt  the  sale  of  previously-occupied  immovable 
property  (real  estate),  medical  and  dental  services, 
banking,  and  insurance.  All  except  the  United  Kingdom  tax 
the  sale  of  new  buildings.  Nearly  all  exempt  the  leasing  of 
non-transient  immovable  property  (real  estate) ,  except  to 
taxable  persons. 

4.  Special  schemes.  The  EEC  value-added  tax  requires  a 
taxable  person  to  maintain  records  of  his  sales  and  pur- 
chases, as  well  as  of  the  tax  charged  on  those  transactions. 
This  information  either  is  required  as  part  of  a  taxpayer's 
value-added  tax  return  or  in  support  of  the  figures  on  the 
return.  But  maintaining  such  records  may  be  beyond  the 
capabilities  of  retailers  and  other  small  taxpayers.  As 
explained  in  a  United  Kingdom  publication,  "most  retailers 
cannot  keep  a  record  of  that  kind  for  all  their  sales,  be- 
cause they  do  not  usually  issue  invoices  to  their  customers 
or  make  any  written  record  at  the  time  when  a  sale  takes 
place."  2^/  Unlike  the  United  States  where  the  use  of  cash 
register  receipts  by  small  retailers  is  commonplace,  many 
European  retailers  do  not  issue  a  receipt  for  individual 
transactions.  Farmers  are  another  group  that  may  not  nor- 
mally have  the  sales  and  purchase  information  necessary  to 
file  a  value-added  tax  return.  In  recognition  of  these 
problems,  the  Sixth  Directive  authorizes  Member  States  to 
apply  special  value-added  tax  schemes  to  small  businesses 
and  farmers. 

^'  Small  businesses.  Article  14  of  the  Second 
Directive  allowed  Member  States  to  apply  "the  special  rules 
best  suited  to  national  requirements  and  possibilities"   to 


1/  Ibid. ,  Annex  F, 


2/  Her  Majesty's  Customs  and  Excise,  Value  Added  Tax; 
Special  Schemes  for  Retailers ,  Notice  No.  727,  London, 
printed  in  England  for  Her  Majesty's  Stationery  Office 
by  McCorquodale  Publishers,  Ltd.,  1977,  p.  5. 
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small  enterprises.  _!/  Article  24  of  the  Sixth  Directive 
reiterates  this  option,  allowing  Member  States  to  use 
"simplified  procedures  such  as  flat-rate  schemes  for 
charging  and  collecting  the  tax,"  but  requires  that  there  be 
no  tax  reduction  involved.  IJ  Unlike  the  reduced  rates  and 
exemptions  applied  to  some  activities,  the  intent  of  this 
provision  is  to  reduce  the  administrative  burden  on  small 
enterprises,  but  not  the  taxes  that  normally  would  be 
charged  on  the  goods  and  services  they  supply. 

Article  24  also  allows  Member  States  to  exempt  taxable 
persons  with  an  annual  turnover  of  less  than  5,000  European 
units  of  account  ($7,100).  2/  States  offering  a  larger 
exemption  when  the  Directive  was  adopted  may  maintain  it  in 
real  or  price-adjusted  terms.  £/  Unlike  the  flat-rate 
schemes  for  any  small  enterprise,  the  sales-related  exemp- 
tion aims  at  both  tax  reduction  and  administrative  simpli- 
fication. In  response  to  these  small  business  provisions, 
the  Member  States  have  adopted  a  variety  of  methods. 

Some  states  provide  an  exemption  for  taxpayers  with 
business  activity  below  a  threshold  level.  Usually,  the 
exemption  is  not  mandatory;  small  enterprises  selling  to 
taxable  persons  may  elect  to  be  taxable.  The  Netherlands 
exempts  individuals  and  partnerships  with  an  annual  value- 
added  tax  liability  less  than  Dfl  2,050  ($1,000).  5^/  U.K. 
traders  with  less  than  £13,500  ($32,000)  in  annual  sales  are 
exempt  from  value-added  tax.  6^/ 

Other  States  allow  an  exemption,  but  with  certain  qual- 
ifications. Irish  law  provides  varying  exemption  levels 
based  on  a  trader's  sales,  purchases,  and  type  of  activity. 


1/   "Second   Council   Directive,"    0£.   cit. ,   Article   14. 

2/   "Sixth  Council  Directive,"  o£.   cit . ,  Article  24, 
paragraph  1. 

2/  Ibid. ,  Article  24,  paragraph  2(a). 

y      Ibid.,  Article  24,  paragraph  2(c). 

5^/  International  Bureau  of  Fiscal  Documentation,  o£.  cit. , 
Netherlands,  Section  6.3.3.3. 

6^/  Discussion  with  officials  of  the  Customs  and  Excise 
Department,  London,  April  8,  1980. 
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The  exemption  is  available  for  enterprises  with  2-month 
sales  ranging  between  £500  ($1,100)  and  £3,500  ($7,400).  1/ 
The  exemption  threshold  is  higher  for  goods  than  for  ser- 
vices and  for  goods  taxed  at  a  low  rate  than  for  items  taxed 
at  the  standard  rate.  Small  businesses  in  the  Netherlands 
with  annual  tax  liability  between  Dfl  2,050  ($1,100)  and  Dfl 
4,150  ($2,200)  pay  a  reduced  rate  of  value-added  tax.  2/ 

Belgium  exempts  small  retailers,  but  applies  an  equali- 
zation tax  on  their  purchases  to  compensate  for  the  value  of 
the  exemption.  The  equalization  tax  is  imposed  on  the  small 
retailer's  supplier  and  is  equal  to  either  15  percent  or  33 
percent  of  the  value-added  tax  normally  imposed  on  the 
retailer's  purchases.  3/  This  option  is  available  to  non- 
corporate retailers  witTi  annual  purchases  less  than  Bfrs  2.5 
million  ($75,000)  or  to  retailers  with  less  than  Bfrs  4.5 
million  ($135,000)  in  annual  purchases  who  sell  primary  food 
products.  Although  an  exempt  trader  is  not  normally  allowed 
to  deduct  tax  imposed  on  purchases,  a  retailer  exercising 
this  option  may  still  deduct  tax  imposed  on  investment 
goods.  £/ 

Member  States  also  provide  small  business  relief  in  the 
form  of  lump-sum  taxation  and  relaxed  requirements  relating 
to  the  filing  of  returns.  Belgium  allows  small  traders,  not 
just  retailers,  to  be  taxed  on  a  fixed  amount  based  on  such 
factors  as  labor  costs,  profit  margins,  and  unit  sales 
prices,  bj  This  option  is  available  to  non-corporate  tax- 
payers with  annual  sales  less  than  Bfrs  15  million 
($450,000)  made  mostly  to  final  consumers.  £/ 


\/     Office  of   Revenue   Commissioners,   Guide  to  the  Value- 
Added  Tax,  Dublin,  1979,  p.  22. 

2/     International  Bureau  of  Fiscal  Documentation,  0£.  cit. , 
Netherlands,  section  6.3.3.3. 

ZJ  Ibid. ,  Belgium,  section  6.3.3.3. 

4/  Ibid. ,  Belgium,  section  6.3.3.3. 

5./  Ibid. ,  Belgium,  section  6.2.3.6. 

£/  Ibid. ,  Belgium,  section  6.2.3.6. 
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Italian  retailers  with  less  than  6  million  lire  ($7,200) 
in  annual  sales  are  not  required  to  maintain  detailed  sales 
and  purchase  records.  \/  Value-added  tax  liability  is  based 
on  gross  sales  minus  a  surrogate  deduction  for  tax  imposed 
on  purchases.  The  amount  of  the  lump-sum  purchase  tax 
deduction  depends  on  the  seller's  business  activity.  In 
contrast  to  the  normal  monthly  filing  requirement,  taxpayers 
with  annual  sales  of  less  than  480  million  lire  ($576,000) 
may  file  returns  on  a  quarterly  basis.  V 

United  Kingdom  retailers  may  choose  from  nine  schemes 
designed  to  eliminate  the  need  to  issue  an  invoice  for  each 
separate  transaction.  Although  records  must  be  maintained 
of  tax  imposed  on  purchases,  a  retailer  may  determine  his 
output  tax  on  the  basis  of  gross  sales.  If  sales  are  taxed 
at  multiple  rates,  output  is  apportioned  in  relation  to 
purchases.  If,  for  example,  three-fourths  of  a  taxpayer's 
purchases  are  for  items  taxable  at  a  zero  rate  and  one- 
fourth  for  items  taxable  at  a  reduced  rate,  it  is  assumed 
that  actual  sales  were  taxed  in  this  same  proportion.  ZJ 

b.  Farmers.  Farmers  are  another  group  that  may  lack 
the  detailed  records  necessary  for  a  value-added  tax  return. 
Unlike  the  vast  majority  of  small  businesses,  this  admini- 
strative problem  cannot  be  solved  by  merely  establishing  a 
sales  exemption  level.  Whereas  most  small  businesses  sell 
to  final  consumers,  farmers  sell  primarily  to  food  proces- 
sors, wholesalers,  and  other  taxable  persons.  Consequently, 
an  outright  exemption  for  farmers  will  deprive  their  cus- 
tomers of  a  deduction  for  the  taxes  the  farmers  have  paid  on 
their  seed,  fertilizer,  tractors,  and  other  purchases. 

Article  25  of  the  Sixth  Directive  recognizes  this  pro- 
blem and  provides  for  a  special  flat-rate  system  "where  the 
application  to  farmers   of  the  normal  value-added   tax 


_!/  Discussion  with  officials  of  the  Italian  Ministry  of 
Finance,  Rome,  March  26,  1980. 

2/     Discussion  with  officials  of  the  Italian  Ministry  of 
Finance,  Rome,  March  26,  1980. 

2/  Her  Majesty's  Customs  and  Excise,  Value-Added  Tax; 
Special  Schemes  for  Retailers,  op.  cit . ,  pp.  13-53. 
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scheme. . .would  give  rise  to  difficulties."  V  Relying  on 
sales  and  purchase  information  in  the  agricultural  sector. 
Member  States  specify  percentage  figures  reflecting  the 
value-added  taxes  imposed  on  farmers'  purchases.  This 
percentage  is  charged  by  farmers  on  their  sales  and  is 
deductible  by  the  farmers'  customers. 

This  method,  which  has  been  generally  accepted  by  the 
Member  States,  keeps  farmers  within  the  value-added  tax 
system,  but  does  not  require  them  to  file  a  tax  return.  The 
flat-rate  percentage  compensates  the  farmers  for  the  tax 
paid  on  their  purchases.  Allowing  their  customers  to  deduct 
the  compensation  levy  insures  the  deductibility  of  value- 
added  tax  paid  by  farmers.  In  effect,  the  deduction  which 
would  otherwise  be  available  to  the  farmers  is  passed 
forward  to  their  customers. 

5.  Specific  transactions.  The  value-added  tax  speci- 
fied by  the  EEC  applies  to  most,  but  not  all,  consumer 
expenditures.  Most  services  provided  by  financial  institu- 
tions and  insurance  companies  are  exempt.  Sales  of  pre- 
viously-occupied immovable  property  (real  estate)  are  exempt 
and  the  leasing  of  immovable  property  (real  estate)  is 
exempt  in  many  cases.  Nonprofit  organizations  carrying  on 
activities  in  the  public  interest  are  exempt.  Governments 
are  not  considered  taxable  persons,  unless  they  carry  on 
commercial  activities.  Although  a  consumption  type  value- 
added  tax  would  allow  tax  imposed  on  investment  goods  to  be 
deductible,   this  deduction  has  been  limited  in  some  cases. 

a.  Banking  and  finance .  As  indicated  in  Table  2,  the 
Member  States  follow  the  the  Sixth  Directive  and  exempt  most 
banking  transactions.  All  Member  States,  for  example, 
exempt  the  lending  of  money;  no  value-added  tax  is  imposed 
on  the  interest  charge.  Final  consumers  and  exempt  persons 
benefit  from  being  able  to  borrow  tax  free,  but  taxable 
persons  do  not  since  they  would  be  able  to  deduct  any  tax 
charged  on  a  business  loan.  Exemption  thus  creates  an 
element  of  multiple  taxation  since  neither  the  borrower  nor 
lender  may  deduct   taxes   imposed  on  the  bank's  purchases. 

Some  bank  activities,  such  as  the  rental  of  safe  deposit 
boxes  and  the  providing  of  investment  advisory  services,  are 
taxable.    Unlike  their  exempt  activities,  banks  are  allowed 


V   "Sixth  Council  Directive,"  0£.   cit . ,  Article  25, 
paragraph  1. 
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to  deduct  value-added  tax  imposed  on  purchases  associated 
with  these  taxable  services.  In  determining  the  allowable 
deductions.  Member  States  rely  on  both  tracing  and  appor- 
tionment rules.  Some  items,  such  as  safe  deposit  boxes  or 
the  furniture  for  the  consumer  loan  department  are  clearly 
related  to  a  particular  bank  activity.  The  deductibility  of 
tax  paid  on  these  purchases  depends  on  whether  or  not  the 
activity  is  taxable.  Other  purchases,  such  as  a  computer, 
are  broadly  related  to  a  bank's  entire  range  of  activities. 
In  this  case,  Member  States  only  allow  a  deduction  that 
reflects  the  use  of  the  computer  in  taxable  activities.  If 
four-fifths  of  the  computer's  time  is  used  in  exempt 
activities  and  one-fifth  in  taxable  activities,  only  one- 
fifth  of  the  tax  is  deductible. 

b.  Insurance .  All  Member  States  exempt  insurance 
transactions ,  as  allowed  by  the  Sixth  Directive.  \^/  Insur- 
ance companies  are  not  taxed  on  their  delivery  of~insurance 
services,  nor  are  they  allowed  to  deduct  value-added  tax 
imposed  on  purchases  related  to  the  delivery  of  those 
services . 

The  effects  of  the  insurance  exemption  are  parallel  to 
those  in  the  banking  and  finance  area.  Although  exempt  per- 
sons and  final  consumers  benefit  from  buying  insurance  on  an 
exempt  basis,  the  impact  on  taxable  persons  may  be  adverse 
because  of  the  multiple  taxation  problem. 

Like  banks,  insurance  companies  may  be  tempted  to  avoid 
value-added  tax  by  providing  goods  and  services  with  their 
own  employees.  Janitorial  and  security  services,  for 
example,  would  be  taxed  if  purchased  from  a  taxable  person. 
The  Sixth  Directive  recognizes  this  possibility  and  author- 
izes Member  States  to  tax  self  supplies.  7^/  An  official  of 
the  German  Ministry  of  Finance  cautioned , "however ,  that  this 
provision  is  invoked  only  in  response  to  egregious  abuses 
since   it   complicates   the   administration   of   the  tax.  3^/ 


1/   Table  2. 


2^/   "Sixth   Council   Directive,"   op.   ci  t .  ,   Article   5, 
paragraph  7  (a) . 

2/   Discussion  with  officials  of  the  German  Ministry  of 
Finance,  Bonn,  March  20,  1980. 
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c.  Immovable  property.  After  a  transition  period 
ending  no  earlier  than  December  31,  1983,  the  Sixth 
Directive  taxes  the  sale  of  new  buildings  (including 
residential  housing)  and  exempts  the  sale  of  previously- 
occupied  buildings.  \_/  New  buildings  are  generally  defined 
as  not  previously  occupied  structures,  but  may  be  alterna- 
tively defined  by  the  Member  States.  An  exception  is 
provided  for  occasional  sales  of  immovable  property,  which 
Member  States  may  tax  or  exempt  at  their  discretion.  2/ 
Once  this  rule  becomes  mandatory,  value-added  tax  will  He 
charged  on  the  sale  of  a  new  building  and  the  seller  will 
receive  a  deduction  for  taxes  imposed  on  the  bricks,  lumber, 
glass,  electrical  supplies,  and  other  items  purchased  to 
construct  the  building.  A  taxable  person  is  entitled  to  a 
deduction  for  tax  paid  on  the  purchase  of  the  building.  No 
deduction  is  allowed  if  the  purchaser  is.  an  exempt  person  or 
a  final  consumer. 


tion  or  to  perm 
consumers 

Many  of  the  EEC  countries  already  tax  the  supply  of  new 
buildings.  Belgium,  for  example,  levies  its  standard  16 
percent  value-added  tax  rate  on  the  sale  of  new  buildings 
and  subjects  used  structures  to  a   12.5  percent  registration 


_!/   "Sixth   Council   Directive,"   op.  cit.  ,   Articles  4,   13 
and  28. 

2^/   Ibid.,  Article  4,  paragraph  3(a). 
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According  to  the  Sixth  Directive,  the  leasing  of  immov- 
able property  is  exempt,  although  suppliers  of  rental  pro- 
perty may  elect  to  be  taxable.  As  indicated  by  Table  2, 
nearly  all  Member  States  exempt  the  leasing  of  immovable 
property,  except  if  the  property  is  leased  to  a  taxable 
person.  In  that  case,  the  lessor  may  elect  to  be  taxable, 
thus  allowing  a  lessee  who  is  a  taxable  person  to  deduct 
taxes  paid  to  the  lessor.  Any  discrimination  between  the 
consumer's   choice   to   own  or   rent   is  probably  minimal. 


V   Price  Waterhouse,  op.  cit. ,  pp.  20  and  22. 

2/  Office  of  the  Revenue  Commissioners,  Guide  to  the 
Value-Added  Tax,  op.  cit.  ,  p.  56. 

2/   Discussion  with  officials  of  the  Office  of  Revenue 
Commissioners,  Value-Added  Tax  Branch,  Dublin, 
March  10-11,  1980. 

4^/  Discussion  with  officials  of  the  Italian  Ministry  of 
Finance,  Rome,  March  26,  1980. 

5^/  International  Bureau  of  Fiscal  Documentation,  op.  cit . , 
Netherlands,  sections  1.2,  5.2,  and  6.3. 

6^/   Ibid .  ,  Germany,  section  5.2.1 

IJ  Her  Majesty's  Customs  and  Excise,  Value-Added  Taxj^ 
Scope  and  Coverage,  Notice  No.  701,  London,  printed  in 
England  for  Her  Majesty's  Stationery  Office  by 
McCorquodale  Publishers,  Ltd.,  1979,  p.  24. 
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Although  residential  rents  are  exempt,  value-added  tax  is 
charged  on  the  first  sale  of  a  new  building,  whether  rental 
property  or  owner  occupied. 

d.  Nonprofit  organizations.  The  typical  nonprofit  or- 
gan izatiorrr~provTdTngrcharTtabre,  educational,  scientific  or 
similar  services  only  pays  value-added  tax  on  its  purchases. 
This  is  a  consequence  of  carrying  on  an  exempt  activity  in 
the  public  interest.  _!/  Member  States,  however,  exercise 
the  right  provided  by  the  Sixth  Directive  to  tax  nonprofit 
organizations  that  provide  goods  and  services  in  direct 
competition  with  the  commercial  sector. 

e.  Government  provided  goods  and  services.  The  EEC 
countries  exempt  government-provided  goods  and  services, 
except  if  supplied  in  competition  with  commercial  opera- 
tions. This  treatment  is  consistent  with  the  Sixth 
Directive.  According  to  Article  4,  governments  "shall  not 
be  considered  taxable  persons"  except  "where  treatment  as 
nontaxable  persons  would  lead  to  significant  distortions  of 
competition."  2/  The  objective  is  to  provide  tax  equity 
between  privately  and  publicly  supplied  goods  and  services. 
Thus,  the  supply  of  electricity,  gas,  and  other  utilities, 
the  transportation  of  goods  and  passengers,  and  telecommuni- 
cation services  are  taxable  regardless  of  the  legal  status 
of  the  supplier.  ZJ 

f.  Investment  goods.  In  contrast  with  the  cascade 
turnover  taxes  which  applied  to  investment  goods,  the  First 
and  Second  EEC  Directives  specified  a  consumption-type 
value-added  tax.  Taxable  persons  were  allowed  to  deduct 
value-added  tax  imposed  on  the  purchase  of  investment  goods. 
But  to  dampen  any  incentive  for  taxable  persons  to  postpone 
their  capital  purchases,  the  Second  Directive  allowed  Member 
States  "to  exclude,  wholly  or  in  part,  for  a  certain  transi- 
tional period,  capital  goods  from  the  deduction  provided  for 
in  Article  11."  4/  Although  this  transitional  period  has 
now  expired,   the  Sixth   Directive   allows  Member  States  to 


1/  "Sixth   Council   Directive,"    op.   cit.  ,    Article   13. 

2/  Ibid. ,  Article  4,  paragraph  5. 

ZJ  Ibid. ,  Annex  D. 

4/  "Second   Council   Directive,"   op.   cit. ,    Article   17. 
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restrict  the  deductibility  of  tax  on  investment  goods  for 
cyclical  reasons.  V  Many  of  the  Member  States  have  taken 
advantage  of  these  options. 

When  Belgium  introduced  the  value-added  tax  in  1971,  10 
percentage  points  of  the  18  percent  value-added  tax  imposed 
on  capital  goods  were  not  deductible.  2/  If  Bfrs  18,000  in 
value-added  tax  was  imposed  on  the  purchase  of  a  Bfrs 
100,000  machine,  only  Bfrs  8,000  was  deductible.  Although 
Belgian  authorities  recall  that  the  deduction  was  restricted 
because  of  "fear  over  an  investment  stop,"  they  also  cite 
other  reasons.  A  pure  consumption  value-added  tax  would 
have  placed  too  great  a  burden  on  consumers.  The  new  system 
already  imposed  more  tax  on  Belgian  consumers  and  less  on 
foreign  consumers  because  export  rebates  had  been  too  low 
under  the  turnover  tax  regime.  The  tax  on  capital  goods 
also  helped  finance  the  revenue  loss  from  the  lower  rates  on 
necessities.  Although  the  deductible  proportion  has 
increased  since  1971,  5  percentage  points  of  the  current  16 
percent  value-added  tax  are  still  non-deductible  for  most 
investment  purchases.  V  This  is  done  mainly  for  revenue 
reasons . 

Although  Germany  always  allowed  a  full  credit  for  value- 
added  tax  on  capital  goods,  it  addressed  the  transitional 
problem  by  imposing  a  separate  non-creditable  tax  on  invest- 
ment purchases.  In  effect,  this  was  a  separate  turnover  tax 
on  capital  goods.  It  was  levied  at  either  5.5  percent  or  11 
percent  and  was  phased  out  in  1973.  £/  Ireland  did  not 
adopt  any  specific  transitional  measures,  but  does  deny  the 
deductibility  of  tax  paid  on  automobiles  because  of  the 
difficulty  of  separating  business  from  personal  use.  5/ 
During  the  transition  to  the  value-added  tax,  Italy  exempted 
investment  goods  from  the  cascade  turnover  tax  to  avoid  any 
disruption   of   investment   plans.    Accordingly,  it  was  not 


V  "Sixth  Council   Directive,"   op.   cit . ,   Article   17, 
paragraph  7. 

V  International  Bureau  of  Fiscal  Documentation,  op.  cit. , 
Belgium,  section  9.2.1. 

V  Ibid. ,  Belgium,  Section  9.2. 
£/  Ibid . ,  Germany,  section  9.2. 
_5/   Ibid.  ,  Ireland,  section  6.4.5. 
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necessary  to  restrict  the  deductibility  of  value-added 
tax.  1/  The  introduction  of  the  value-added  tax  in  the 
Netherlands  was  accompanied  by  a  refund  of  turnover  tax  paid 
on  stocks  and  inventories,  but  not  capital  equipment.  Both 
to  finance  these  refunds  and  provide  parallel  taxation  of 
new  investment  purchases,  only  a  partial  capital  equipment 
deduction  was  allowed  for  the  first  few  years  of  the  value- 
added  tax.  2/  A  full  deduction  is  now  available  for  capital 
goods. 


j^/  Discussion  with   representatives   of   Italian   Trade 
Association,  Rome,  March  25,  1980. 

2^/  Millenaar,  op.  cit .  ,  p.  12. 
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VI.   ADMINISTRATIVE  ASPECTS 


As  Dorothy  Johnstone  observes  in  her  study  of  the  U.K. 
value-added  tax,  "ease  of  administration  could  [not]  be 
reckoned  among  VAT's  merits."  1/  The  EEC  tax  and  deduction 
method  creates  substantial  paperwork  without  generating  any 
tax  revenue.  No  tax  is  collected  on  transactions  between 
taxable  persons  because  the  tax  charged  by  the  seller  is 
deducted  by  the  purchaser.  Nonetheless,  all  taxable  trans- 
actions must  be  carefully  recorded.  Invoices  must  be  issued 
so  that  the  purchaser  can  deduct  the  tax  charged  on  the 
sale.  Returns  must  be  filed  periodically  and  taxes  paid. 
The  treatment  of  excess  purchase  tax  deductions  may  affect  a 
taxpayer's  cash  flow  position.  Increased  rates  on  luxuries 
and  reduced  rates  on  necessities  require  determinations  of 
the  commodities  in  these  categories.  Although  some  contend 
the  value-added  tax  is  "self-enforcing,"  it  has  certain 
fraud-prone  areas  and  requires  an  active  enforcement  effort. 

1.  Basic  administrative  mechanism.  Registration  with 
the  value-added  tax  authorities  is  the  initial  step  in  the 
administrative  process.   The  Belgian  requirement  is  typical. 

A  taxpayer  must  register  at  the  TVA  office  in  the 
district  in  which  he  resides  when  he  commences  or 
discontinues  taxable  activities.  At  the  commence- 
ment of  taxable  activities,  the  taxpayer  receives  a 
TVA  registration  number  which  identifies  him  as  a 
taxpayer  and  must  be  used  by  him  in  all  correspon- 
dence with  the  tax  administration.  2/ 

All  EEC  Member  States  follow  the  Sixth  Directive  and 
consider  tax  chargeable  either  when  goods  are  delivered  and 
services  performed  or  when  an  invoice  is  issued.  Fre- 
quently, the  determination  of  the  precise  tax  point  depends 
on  the  tax  status  of  the  customer.  In  Ireland,  for  example, 
sales  to  taxable  persons  are  taxable  when  the  invoice  is 
issued,  but  sales  to  exempt  persons  and  final  consumers  are 


1/     Johnstone,  op.  cit. ,  p.  5. 

2/      International  Bureau  of  Fiscal  Documentation,  op.  cit . , 
Belgium,  section  8.1. 
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taxable  when  the  goods  or  services  are  supplied.  V  The 
Netherlands  and  the  United  Kingdom  make  a  similar  distinc- 
tion. To  avoid  delaying  payment  of  the  tax,  an  invoice  must 
be  issued  within  a  certain  time.  Belgium,  for  example, 
allows  five  days  after  the  end  of  the  month  in  which  the 
item  is  supplied;  ^/  the  United  Kingdom  30  days  after  the 
date  of  supply.  ^/ 

At  the  end  of  the  taxable  period,  a  return  must  be  filed 
and  any  tax  liability  must  be  paid.  The  basic  tax  period  is 
one  month  in  Belgium,  £/  Germany,  5^/  and  Italy,  6/  two 
months  in  Ireland,  7/  and  three  months" in  the  Netherlands  8/ 
and  the  United  Kingdom.  9/  The  taxable  period  is  often 
longer  for  small  traders,  but  shorter  for  taxpayers  normally 
expecting  a  refund  of  tax.  Belgian  taxpayers,  for  example, 
having  an  annual  turnover  of  less  than  Bfrs  15  million 
($500,000)  may  file  quarterly,  but  must  still  make  monthly 
tax  payments.  10/  German  traders  with  a  previous  year's 
value-added  tax  liability  of  less  than  DM  2,400  ($1,300)  may 


1^/   Office  of  the  Revenue  Commissioners,  Guide  to  the  Value- 
~~   Added  Tax,  op.  cit .  ,  p.  33. 

2^/   Price  Waterhouse,  op.  cit.  ,  p.  23. 

3/   Her  Majesty's  Customs  and  Excise,  Value-Added  Tax; 
~   General  Guide,  Notice  No.  700,  printed  in  England  for 

Her   Majesty's   Stationery   Office   by   McCorquodale 

Publishers,  Ltd.,  1979,  p.  34. 

4/   International  Bureau  of  Fiscal  Documentation,  op.  cit. , 
~   Belgium,  section  8.1.2. 

b_/      Ibid.  ,  Germany,  section  8.1. 

6^/   Ibid .  ,  Italy,  section  8.1.2. 

7/   Office  of  the  Revenue  Commissioners,  Guide  to  the  Value- 
~   Added  Tax,  op.  cit . ,  p.  36. 

8/   Price  Waterhouse,  op.  cit. ,  p.  65. 

V   Her  Majesty's  Customs  and  Excise,  Value-Added  Tax: 
General  Guide,  op.  cit .  ,  p.  51. 

10/  International  Bureau  of  Fiscal  Documentation,  op.  cit. , 
Belgium,  section  8.1.2. 
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file  quarterly  returns.  1/  Ireland  2/  and  the  United 
Kingdom  2/  permit  traders  in  a  continuing  repayment 
position,  such  as  exporters,  to  accelerate  their  refund  by 
filing  monthly.  The  due  date  for  the  return  and  payment 
varies  from  five  days  after  the  close  of  the  taxable  period 
in  Italy,  A/  to  one  month  in  the  Netherlands  5/  and  the 
United  Kingdom.  6^/  Chart  2  illustrates  the  one-page  value- 
added  tax  return  used  by  the  United  Kingdom. 

2.  Invoice.  The  invoice  issued  on  all  transactions  be- 
tween taxable  persons  is  a  vital  element  in  the  operation  of 
the  EEC  value-added  tax  systems.  "The  information  given  on 
invoices  and  credit  notes  normally  establishes  the  tax 
liability  of  the  supplier  of  goods  or  services  and  the 
entitlement  of  the  customer,  if  he  is  a  taxable  person,  to  a 
deduction  for  the  tax  charged."  !_/  The  Sixth  Directive 
requires  that  an  invoice  must  exist  to  support  the  right  to 
deduct  value-added  tax  8^/  and  that  "Member  States  shall 
determine  the  criteria  for  considering  whether  a  document 
serves  as  an  invoice."  9/ 


j^/   Price  Waterhouse,  op.  cit . ,  p.  42. 

2/      Office  of  Revenue  Commissioners,  Guide  to  the  Value- 
Added  Tax,  op.  cit. ,  p.  37. 

2/   Her  Majesty's  Customs  and  Excise,  Value-Added  Tax; 
General  Guide,  op.  cit. ,  p.  51. 

4^/   Price  Waterhouse,  op.  cit.  ,  p.  54. 

5^/   International  Bureau  of  Fiscal  Documentation,  op.  cit.  , 
Netherlands,  section  8.1. 

6^/   Her  Majesty's  Customs  and  Excise,  Value-Added  Tax; 
General  Guide,  loc .  cit . ,  p.  51. 

2/  Office  of  the  Revenue  Commissioners,  Guide  to  the 
Value-Added  Tax,  op.  cit . ,  p.  40. 

8^/   "Sixth  Council   Directive,"   op.   cit .  ,   Article   18, 
paragraph  1 (a) . 

9/   Ibid. ,  Article  22,  paragraph  3(c). 
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Chart   2 
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and  Excise 
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Return  of  Value  Added  Tax 


For  the  period 


These  dales  must  not  be  altered  without  the  agreement 
of  Customs  and  Excise 


For  Official  Use 


n 


Registration  No 


Penod 


j_ 


I  I  I 


_L 
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FOR  OFFICIAL  USE 
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The  perton  named  h»r«  muit  complale  th«  whol*  of  thii  form 
{wrrtir>9  "oofw"  where  appropriate),  in  eccorderKe  with  the 
faistructiona  contained  overleaf  arxf  retum  h  in  ttw  ertclosed 
envelope  to  the  Controller.  VAT  Central  Unit.  H  M  Customs  ft 
ExciM.  21  Victoria  Ave.,  SOUTHEND-ON-SEA  X. 


not  iaier  than 


The  tax  payable  must  be  paid  by  the  same  date  by  remittance 
enclosed  with  this  form  or  by  National  or  Bank  Giro. 

WARNING 
A  return  which  is  incomplete  or  qualified  in  any  way  (e.g.  marked 
"Provisional")  does  not  satisfy  the  leoal  requirerrwnta.  Failure  to 
make  a  return  or  to  pay  the  full  amount  of  tax  payable  by  the  due 
date  i«  an  offence. 


Account  of  tax  payable  or  ropayable 


TAX  DUE  in  this  period  on 
OUTPUTS  (sales,  etc) 


Tax  due  on  imported  goods,  goods  from  bonded  warehouses  and 
services  received  from  abroad 


Underdeclarations  and/or  underpayments  of  tax  in  previous  penods 
notified  tn  wnting  by  Customs  and  Excise 


Other  underdeclarations  made  on  previous  returns 


fTotal  of  boxes  1,2.3  and  4) 


TOTAL  TAX  DUE 


TAX  DEDUCTIBLE  being  the  credit  claimed  in  this  penod  for 
input  tax  allowable  (on  purchases,  etc  ) 


Overdeclaraiions  and/or  overpayments  of  tax  m  previous  penods 
notified  m  writing  by  Customs  and  Excise 


Other  overdeclarattons  made  on  previous  returns 


(Total  of  boxes  6.7  and  8) 


TOTAL  TAX  DEDUCTIBLE 


Please  tick  the  following  boxes  if  YES  is  appropriate 


Box  8  includes 
bad  debt  relief 

Box  1 1   includes 
exempt  outputs 

Box  1 1  includes 
exports 


n 

D 

n 


Special  schemea  for  Retailers  (Notice  No.  727) 

tt  you  have  used  any  of  the  schemes  in  the  penod  covered  by  this 
return  please  tick  the  appropriate  boxjes)  to  show  all  the 
scheme(s)  used 


NET  TAX  PAYABLE  OR  REPAYABLE 

/Difference  between  boxes  5  b  91 


Value  of  Outputs  (sales,  etc  ) 
{excluding  any  Value  Added  Taxj 

Value  of  Inputs  (purchases,  etc  )      ^^ 
(excluding  any  Value  Added  Tax) 


00 

00 

Please  tick  ONE  only  of  the  following  boxes:  r  —  i  r- 

If  box  5  is  greater  than  box  9  :  Payment  by  Giro  ;       i  Payment  enclosed  i 


If  box  9  is  Breatef  than  box  5  :  Repayment  due 


Declaration  by  the  signatory  to  be  complated  by  or  on  behalf  of  the  person  named  above. 


I, 


information  given  in  this  retum  Is  tue  and  complete. 


(tull  nime  of  stgnatory  m  BLOCK  LETTERS) 


.  declare  that  the 


Signed Date 

*(Proprieior.  psnner.  director,  secretary.  resporiGible  officer  member  of  club  or  •ssociaiion  dulv  authorised  person)     *Delete  m  necessary 
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A  taxable  person's  right  to  deduct  value-added  tax 
depends  solely  on  the  existence  of  an  invoice;  he  does  not 
need  to  have  paid  his  supplier  or  sold  the  goods  to  deduct 
the  tax.  Because  of  the  crucial  role  of  the  invoice,  the 
Member  States  carefully  specify  its  content.  The  United 
Kingdom,  for  example,  requires  an  invoice  to  show  the 
following:  an  identifying  number;  date  of  supply;  seller's 
name,  adddress,  and  value-added  tax  registration  number; 
customer's  name  and  address;  type  of  supply;  identifying 
description  of  items  supplied;  for  each  item,  the  quantity 
supplied,  rate  of  tax,  and  amount  payable;  total  amount 
payable  (excluding  value-added  tax);  cash  discount,  if  any; 
and  the  total  value-added  tax  charged.  1/  Chart  3  is  a 
sample  of  one  type  of  invoice  accepted  T)y  the  U.K.  Customs 
and  Excise  Department.  EEC  taxpayers  are  not  required  to 
attach  invoices  to  the  tax  return,  but  must  keep  them  for 
possible  inspection  by  the  tax  authorities. 

3.  Excess  deductions.  With  the  invoice  type  value- 
added  tax,  a  taxpayer's  deductible  tax  may  exceed  the  tax 
due  on  sales.  In  the  United  Kingdom,  for  example,  about  30 
percent  of  the  1.25  million  registered  traders  chronically 
have  input  tax  exceeding  their  output  tax.  2/  An  embryonic 
business  incurring  heavy  capital  expenditures,  but  having 
modest  sales,  may  be  in  this  situation.  Since  all  Member 
States  apply  a  zero  rate  to  export  sales,  exporters  normally 
have  excess  tax  deductions.  The  same  is  true  of  grocers  in 
Ireland  and  the  United  Kingdom  selling  zero  rated  food  pro- 
ducts. In  excess  deduction  situations,  the  Sixth  Directive 
provides  that  "Member  States  may  either  make  a  refund  or 
carry  the  excess  forward."  3/ 


_!/   Her  Majesty's  Customs  and  Excise,  Value-Added  Tax: 
General  Guide,  op.  cit . ,  pp.  34-35. 

2^/  Commissioners  of  Her  Majesty's  Customs  and  Excise, 
Review  of  Value  Added  Tax,  op.  cit. ,  p.  8. 

3/   "Sixth  Council   Directive,"   op.   cit.  ,   Article   18, 
paragraph  4. 
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Chart  3 


Illustration  of  a  Value-Added  Tax  Invoice 


SALES  INVOICE  No,  74  14   August    1979 

To  A  Retailer  Ltd. 

48  North  Road,  London  N12  SNA. 

From:  FouDdation  Trading  (UK)  Ltd. 

Bowman  Street,  Chester.  VAT  Regd.  No.  987  6543  21 

Sale 


Quantity 


Description  and  Price 


Amount 

exclusive  of 

VAT 


VAT 

Rate 


VAT 

Net 


6 

12 

6 


Radios,  SW 1 4  at  £21.30 
Record  Players  P38  at  £9.80 
Amplifiers  J27  at  £11.80 

Delivery  (strictly  net) 


£ 

127.80 

117.60 

7C.80 


316.20 
6.00 


% 


15 
15 


45.06* 
0.90 


Terms :  Cash  Discount  of  5%  if  paid 
within  14  days 

VAT 


322.20 


£45.96 


Tax  Point:  14/8/1979 


TOTAL    £368.16 


45.96 


'Calculated  on  the  discounted  price. 


Source:   Her  Majesty's  Customs  and  Excise,  Value-Added  Tax: 
General  Guide,  Notice  No.  700,  1979,  p.  76. 
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The  Member  States  are  split  in  response  to  these 
options.  Germany,  1/  Ireland,  2/  the  Netherlands,  V  ^"^ 
the  United  Kingdom  ~\/  provide  an  immediate  refund  of  any 
excess  deductions.  Germany  even  asks  the  taxpayer  to  enter 
the  refund  amount  on  the  return  in  red  ink  in  the  belief 
that  this  enhanced  visibility  will  prevent  the  refund  claim 
from  being  overlooked.  Belgium  requires  excess  deductions 
to  be  carried  forward  to  the  next  month,  but  refunds  any 
balance  of  at  least  Bfrs  60,000  ($2,000)  at  the  end  of  each 
quarter.  Small  taxpayers  filing  on  a  quarterly  basis 
receive  a  full  refund  if  the  excess  deductions  are  at  least 
Bfrs  25,000  ($800).  For  all  taxpayers,  any  balance  of  at 
least  Bfrs  300  ($10)  is  refunded  at  the  end  of  the  year.  V 
Italian  exporters  must  carry  excess  deductions  forward  to 
the  next  month,  but  are  eligible  for  a  refund  at  the  end  of 
each  quarter.  6/  For  all  other  taxpayers,  Italy  only 
refunds  excess  deductions  at  the  end  of  the  year.  7/ 

4.  Cash  flow.  Although  value-added  tax  liability  is 
usually  determined  on  an  invoice  basis,  the  value-added  tax 
does  not  directly  affect  the  cash  flow  position  of  taxable 
persons.  Value-added  tax  is  paid  on  the  basis  of  a  taxable 
person's  sales  and  purchase  invoices.  There  is  no  require- 
ment  that   the   tax   charged   on   sales   has   actually  been 


\_/      International  Bureau  of  Fiscal  Documentation,  op.  cit.  , 
Germany,  sections  6.4  and  8.2. 

2^/  Office  of  the  Revenue  Commissioners,  Guide  to  the  Value- 
Added  Tax,  op.  cit . ,  p.  37. 

2/   International  Bureau  of  Fiscal  Documentation,  op.  cit. , 
Netherlands,  section  8.2. 

£/   Her  Majesty's  Customs  and  Excise,  Value-Added  Tax; 
General  Guide,  op.  cit . ,  p.  51. 

5^/   International  Bureau  of  Fiscal  Documentation,  op.  cit .  , 
Belgium,  Section  8.2. 

6^/  Discussion  with  officials  of  the  Italian  Ministry  of 
Finance,  Rome,  March  26,  1980. 

2/   International  Bureau  of  Fiscal  Documentation,  op.  cit.  , 
Italy,  section  8.2. 
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collected  or  that  the  tax  invoiced  on  purchases  has  actually 
been  paid.  A  taxpayer's  credit  terms,  however,  may  combine 
with  the  invoice  method  to  affect  his  cash  flow  position. 

The  United  Kingdom,  for  example,  requires  the  tax  return 
to  be  filed  and  tax  paid  one  month  after  the  end  of  the 
three-month  taxable  period.  _1/  The  return  and  payment  for 
the  January-March  period  are  due  by  May  1st.  A  U.K.  trader 
who  receives  prompt  payment  from  his  customers  and  who  also 
pays  his  suppliers  promptly  will  realize  an  improved  cash 
flow  position  from  the  value-added  tax. 

On  average,  he  will  have  two  and  one-half  months  use  of 
his  value-added  tax  liability  before  paying  it  to  the 
Customs  and  Excise  Department;  from  the  middle  of  the  three- 
month  period,  February  15th,  until  May  1st.  "Generally 
speaking,  this  gives  a  cash  flow  advantage  to  traders,  most 
of  whom  collect  the  tax  from  their  customers  before  it  is 
due  to  be  paid  to  the  Department."  V  The  period  of  cash 
flow  benefit  will  change  with  the  relative  credit  terms 
accorded  a  taxpayer's  customers  and  suppliers.  The  maximum 
cash  flow  benefit  is  realized  by  those  taxpayers  who  receive 
prompt  payment  from  their  customers,  but  are  able  to  delay 
paying  their  suppliers. 

Cash  flow  is  also  affected  by  a  country's  policy  with 
respect  to  excess  deductions,  A  country  like  Italy,  which 
only  refunds  excess  deductions  at  the  end  of  the  year, 
effectively  requires  taxpayers  to  finance  the  cost  of  any 
excess  purchase  tax  payments. 

5.  Multiple  rates.  Only  Denmark  has  a  single  rate 
value-added  tax.  The  rest  of  the  EEC  countries  have 
multiple  rate  systems  that  tax  luxuries  at  higher  rates  or 
necessities  at  reduced  rates.  Multiple  rates  may  improve 
the  equity  of  the  tax,  but  they  clearly  increase  its 
administrative  costs.  The  revenue  authorities  must  draw 
precise  and  understandable  boundaries  between  various  groups 
of  items. 


V   Her  Majesty's  Customs  and  Excise,  Value-Added  Tax; 
General  Guide,  loc .  cit . 

2^/   Commissioners  of  Her  Majesty's  Customs  and  Excise, 
Review  of  Value  Added  Tax,  op.  cit.,  p.  15. 
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Specially-taxed  items  must  sometimes  be  described  in 
great  detail.  Ireland  taxes  bread  at  a  zero  rate,  but 
biscuits,  crackers,  and  cakes  at  a  different  rate.  Tax- 
payers are  instructed  that  "the  zero  rate  normally  applies, 
therefore,  to  loaves,  turnovers,  pan  loaves,  soda  bread, 
brown  bread,  Vienna  rolls,  french  sticks,  bread  rolls,  some 
fruit  loaves,  bread  scones,  etc.  [However,]  confectionery, 
cakes,  barm  bracks,  biscuits,  cream  crackers,  wafers,  crisp- 
breads,  etc.  are  liable  at  the  low  rate."  V  These  distinc- 
tions can  be  made,  but  they  require  a  good  deal  of  time  and 
effort. 

Relying  on  more  simple  solutions  may  produce  anomalous 
results.  The  United  Kingdom  zero  rates  all  items  of 
clothing  "which  are  for  young  children  of  average  size  up  to 
their  12th  birthday."  2/  Based  on  this  criterion  alone, 
small-sized  adults  can  buy  clothing  tax  free.  A  recent 
British  entrant  in  the  "Miss  World"  contest,  for  example, 
satisfied  the  12-year  old  size  requirement. 

6.  Relation  to  income  tax.  The  EEC  Member  States 
differ  in  the  degree  to  which  they  combine  administration  of 
the  value-added  tax  with  the  income  tax.  Although  joint 
administration  may  be  cost-effective,  there  may  be  important 
traditional  reasons  for  relying  on  separate  efforts. 

Belgium  relies  on  a  separate  administrative  mechanism 
for  the  value-added  tax,  but  permits  information  to  be 
exchanged  with  the  income  tax  authorities.  V  '^^^  value- 
added  and  income  taxes  are  jointly  administered  in  Germany, 
an  arrangement  that  contributes  significantly  to  the 
effective  operation  and  enforcement  of  each  tax.  4^/  Italy 
uses  the  information  on  a  taxpayer's  value-added  tax  return 


_!/   Office  of  the  Revenue  Commissioners,  Guide  to  the  Value- 
Added  Tax,  op.  cit . ,  p.  83. 

2/      Her  Majesty's  Customs  and  Excise,  Value-Added  Tax,  Scope 
and  Coverage,  op.  cit . ,  p.  62. 

2/  Price  Waterhouse,  op.  cit. ,  p.  24. 

^/   Discussion  with  officials  of  the  German  Ministry  of 
Finance,  Bonn,  March  20,  1980. 
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to  verify  the  taxpayer's  income  tax  liability.  \/  The 
Netherlands  relies  on  separate  systems  at  the  lower  and 
middle  levels  of  control,  but  combines  administration  at  the 
higher  control  levels.  The  judicial  appeal  procedure  is  the 
same  for  both  taxes.  2^/ 

Ireland  and  the  United  Kingdom  perhaps  represent  the 
polar  extremes  of  joint  and  separate  administration.  A 
single  Board  administers  all  Irish  taxes.  Administration 
and  control  of  the  Irish  value-added  tax  is  linked  with  that 
of  the  income  tax.  Irish  law  permits  the  full  exchange  of 
information  with  respect  to  the  two  taxes.  Collection  of 
each  tax  is  in  the  hands  of  the  Collector-General  and  the 
judicial  appeal  machinery  is  the  same  for  each  tax.  Local 
control  of  the  value-added  tax  is  provided  through  the  local 
income  tax  offices.  An  Irish  taxpayer's  income  and  value- 
added  tax  returns  are  compared  for  possible  discrepan- 
cies. 2/ 

In  contrast  to  the  U.K.  income  tax  which  is  administered 
by  the  Inland  Revenue  Department,  the  Green  Paper  announced 
that  "VAT  will  be  administered  by  HM  Customs  and  Excise."  V 
There  were  three  reasons  for  assigning  value-added  tax 
responsibility  to  Customs  and  Excise  rather  than  Inland 
Revenue.  The  elimination  of  the  purchase  tax  freed  2,000 
Customs  and  Excise  Department  employees  for  other  duties. 
In  addition,  the  adoption  of  the  corporation  tax  and  the 
capital  gains  tax  had  greatly  increased  Inland  Revenue's 
workload.  Most  important,  however,  was  Customs  and  Excise's 
expertise  in  the  turnover  tax  area.  "The  clinching  factor 
was  the  inevitability  of  the  'invoice  method.'  Although  our 
advance  knowledge  of  the  prospective  taxpaying  population 
was  much  inferior  to  Inland  Revenue's,  for  a  tax  that  was  to 


_!/  Discussion  with  officials  of  the  Italian  Ministry  of 
Finance,  Rome,  March  26,  1980. 

V  Discussion  with  officials  of  the  Netherlands  Ministry  of 
Finance,  The  Hague,  March  12,  1980. 

V  Office  of  Revenue  Commissioners,  Value-Added  Tax  Branch, 
"Value-Added  Tax,"  unpublished  paper,  pp.  6-8. 

4/  Value-Added  Tax,  Green  Paper,  op.  cit . ,  p.  12. 
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be  based  on  transactions  and  invoices  rather  than  on 
accounts  our  actual  tax-gathering  techniques,  especially  in 
the   purchase   tax,   were   an   altogether   close   fit."   _!/ 

The  administration  of  the  two  taxes  is  not  completely 
divorced  since  section  127  of  the  Finance  Act  of  1972  pro- 
vides for  the  exchange  of  information  between  Inland  Revenue 
and  Customs  and  Excise.  Parliament  accepted  this  provision, 
however,  only  after  being  assured  that  control  would  be 
exercised  at  the  "appropriate  level"  and  that  "no  Customs 
and  Excise  Staff  would  spend  all  or  most  of  their  time  in 
cross-checking  with  Inland  Revenue  and  that  VAT  returns 
would  not  be  compared  with  accounts  submitted  to  Inland 
Revenue  as  a  matter  of  routine."  2/ 

7.  Enforcement.  Although  a  taxable  person  has  a  strong 
interest  in  having  the  value-added  tax  imposed  on  his  pur- 
chases accurately  recorded  on  the  invoice  he  receives,  this 
does  not  mean  that  the  tax  is  self-enforcing. 

VAT  is  indeed  a  different  tax  from  purchase  tax, 
and  some  people  have  supposed  on  a  superficial 
acquaintance  with  it  that  its  credit  mechanism,  in 
which  the  output  tax  to  be  paid  by  one  taxpayer  is 
commonly  the  deductible  input  tax  of  another,  ought 
to  have  the  effect  of  enlisting  the  customer  as  an 
auxiliary  policeman:  he  will  want  to  make  sure 
that  he  is  given  an  invoice  that  shows  the  right 
amount  of  tax.  But  on  closer  study  one  soon  real- 
izes that  there  is  little  substance  in  that,  for 
once  the  customer  has  got  the  evidence  to  support 
his  own  deduction  claim  there  is  no  self-interest 
that  will  prompt  him  to  inquire  whether  his 
supplier  is  actually  proposing  to  pay  that  same 
amount  of  tax  over  to  the  tax  authority....  In  any 
event  there  is  no  self-policing  feature,  even  in 
principal,  at  the  last  of  the  VAT  stages,  where 
registered  businesses  are  selling  goods  or  pro- 
viding services  to  unregistered  customers  who  are 
not  allowed  to  claim  deductions.   We  do  not  think. 


V  Johnstone,  op.  cit . ,  p.  9. 
2/   Ibid. ,  p.  73. 
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therefore,  that  we  were  being  too  pessimistic  or 
departmentally  hide-bound  in  placing  little  weight 
on  the  theory  that  VAT  might  police  itself.  V 

Like  any  tax,  the  value-added  tax  has  certain  difficult 
to  control  and  fraud-prone  areas  which  require  an  active 
enforcement  effort.  The  retail  stage  is  perhaps  the  most 
obvious.  Because  of  the  absence  of  sales  invoices,  a  tax- 
payer may  be  able  to  minimize  his  tax  liability  by  suppres- 
sing his  sales  volume.  An  awareness  of  retail  margins  helps 
control  this  problem,  but  does  not  eliminate  it.  This  is 
especially  true  in  hotels,  restaurants,  repair  activities, 
and  other  services  where  a  high  proportion  of  the  value 
added  is  produced  at  the  final  stage  and  there  is  little 
input  tax  to  trace  or  check.  Construction  is  another 
troublesome  area.  Transient  subcontractors  may  charge 
value-added  tax  on  their  services,  but  not  remit  it  to  the 
revenue  authorities.  False  purchase  invoices  may  enable  a 
taxpayer  to  improperly  claim  a  deduction  for  taxes  not  paid. 
This  problem  is  compounded  when  combined  with  a  zero  rated 
business  activity,  such  as  exporting,  since  a  tax  refund 
will  be  forthcoming  if  the  false  claim  is  undetected.  The 
personal  use  of  business  assets  needs  to  be  monitored 
closely.  A  taxpayer  withdrawing  a  typewriter  or  television 
set  from  his  inventory  and  using  it  in  his  own  home  will 
enjoy  tax-free  use  of  the  item  if  he  fails  to  charge  value- 
added  tax  on  the  withdrawal. 

Irish  and  United  Kingdom  tax  authorities  stress  the 
importance  of  control  visits  to  taxpayers  in  effectively 
enforcing  the  value-added  tax.  2/  On-sight  visits  provide 
tax  authorities  with  valuable  impressions  and  a  practical 
understanding  of  a  taxpayer's  business  which  may  be  unavail- 
able from  simply  reviewing  the  tax  return.  During  the 
visits,  value-added  tax  officers 

may  require  information  about  supplies  of  goods  and 
taxable  supplies  of  services....  They  may  require 
to  see  documents  containing  such  information, 
including   any  profit  and  loss  account  and  balance 


_1  /   Ibid . ,  p .  66. 


2/  Discussions  with  officials  of  the  Office  of  the  Revenue 
Commissioners,  Value-Added  Tax  Branch,  Dublin, 
March  10-11,  1980  and  with  officials  of  the  Customs  and 
Excise  Department,  London  and  Southend,  April  8-10, 
1980. 
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sheet  relating  to  the  business.  They  may  take 
copies  of  the  documents....  Samples  of  goods  may 
also  be  taken.  _!/ 

In  arranging  audit  visits  to  traders,  Ireland  gives 
priority  to  repayment  claims  and  cases  showing  a  discrepancy 
between  the  information  on  a  taxpayer's  value-added  tax  and 
income  tax  returns.  As  part  of  the  visit,  purchase  and 
sales  invoices  are  sampled  for  cross-checks  with  other 
traders.  About  20,000  visits  are  conducted  annually, 
although  many  are  repeat  visits  to  the  country's  70,000 
taxpayers.  2^/ 

The  United  Kingdom's  eighty-five  local  value-added 
offices  V  arrange  about  400,000  control  visits  to  taxpayers 
each  year.  4/  The  very  large  traders,  1,000  to  1,500  of 
them,  are  vi~sited  five  or  six  times  a  year.  The  remaining 
taxpayers  are  visited  on  a  descending  scale  ranging  from 
once  a  year  to  once  every  five  years,  smaller  taxpayers 
being  visited  less  frequently.  When  conducting  a  visit, 
U.K.  tax  inspectors  are  armed  with  information  on  the  tax- 
payer's business  activities  over  the  previous  two  and  one- 
half  years.  They  also  have  standard  mark-ups  and  other  per- 
formance data  for  the  taxpayer's  trade  class.  5^/ 
Assessments  are  raised  in  about  one-third  of  the  control 
visits  and  generate  about  £50  million  annually,  roughly  1 
percent  of  total  value-added  tax  collections.  6/ 


_!/   Her  Majesty's  Customs  and  Excise,  Value-Added  Tax; 
General  Guide,  op.  cit . ,  p.  8. 

2^/  Office  of  the  Revenue  Commissioners,  "Value-Added  Tax," 
op.  cit. ,  p.  8. 

2/   Commissioners  of  Her  Majesty's  Customs  and  Excise, 
Review  of  Value  Added  Tax,  op.  cit ♦ ,  p.  7. 

4/   Ibid.,  p.  13. 

5^/  Discussion  with  officials  of  the  Customs  and  Excise 
Department,  London  and  Southend,  April  8-10,  1980. 

6^/  Commissioners  of  Her  Majesty's  Customs  and  Excise, 
Review  of  Value  Added  Tax,  op.  cit.,  p.  13. 
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8.  Paperwork  and  personnel.  Although  the  value-added 
tax  necessitates  more  detailed  record  keeping  than  the  taxes 
it  replaced,  it  does  not  appear  to  pose  a  significant 
accounting  burden  for  most  businesses.  \/  Medium  and  large 
sized  businesses  already  have  the  information  needed  for  a 
value-added  tax  return,  both  for  income  tax  purposes  and 
their  own  operational  needs.  Small  businesses,  particularly 
in  the  retail  sector,  are  the  exception  to  this.  2/  The 
special  schemes  available  to  retailers  reduce  the  record 
keeping  requirements,  but  do  not  eliminate  the  problem  since 
they  still  require  that  purchase  invoices  be  accurately 
recorded  and  maintained. 

Because  most  EEC  countries  substituted  the  value-added 
tax  for  another  multi-stage  tax,  they  experienced  only  a 
moderate  increase  in  the  number  of  registered  taxpayers. 
Even  Ireland's  combined  wholesale  and  retail  taxes,  for 
example,  were  sufficiently  broad  based  that  the  value-added 
tax  only  increased  the  number  of  taxpayers  by  about  20 
percent.  The  United  Kingdom  is  a  notable  exception  to  this 
pattern.  Since  the  purchase  tax  was  imposed  at  the  whole- 
sale level,  only  70,000  taxpayers  were  registered.  This  was 
increased  to  about  1.25  million  under  the  value-added  tax. 
The  purchase  tax  required  a  staff  of  about  2,000  in  the 
Customs  and  Excise  Department,  the  value-added  tax  about 
12,000,  for  a  net  increase  of  10,000.  3/ 


\/     Discussion  with  representatives  of  Dublin  Chamber  of 
Commerce,  Dublin,  March  11,  1980. 

2^/  Discussion  with  officials  of  Belgian  accounting  firm, 
Brussels,  April  14,  1980. 

3^/  Commissioners  of  Her  Majesty's  Customs  and  Excise, 
Review  of  Value  Added  Tax,  op.  cit . ,  p.  7. 
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VII.   ECONOMIC  EFFECTS 


EEC  adoption  of  the  value-added  tax  was  widely  viewed  as 
a  move  toward  a  more  desirable  system  of  indirect  or  sales 
taxation.  The  cascade  turnover  taxes  of  Belgium,  Germany, 
Italy,  Luxembourg,  and  the  Netherlands  encouraged  vertical 
integration  of  business  activity  and  unduly  complicated  the 
calculation  of  border  tax  adjustments.  Ireland's  retail 
sales  tax  was  threatened  with  evasion  because  of  abuse  of 
the  privilege  to  make  tax  free  business  purchases.  The 
Green  Paper  characterized  the  U.K.  tax  system  as  "complex 
and  discriminatory."  ]^/  The  purchase  tax  applied  to  only  a 
limited  range  of  consumer  durables  and  the  selective  employ- 
ment tax's  objective  of  transferring  labor  from  services  to 
manufacturing  encountered  constant  administrative  difficul- 
ties. EEC  countries  saw  the  value-added  tax  as  the  solution 
to  these  defects. 

Unlike  some  of  the  recent  U.S.  proposals,  the  value- 
added  taxes  did  not  increase  the  relative  importance  of  in- 
direct taxes  within  the  EEC.  But  they  reduced  the  taxation 
of  capital,  since  many  of  the  earlier  sales  taxes  applied  to 
investment  goods.  The  elimination  of  those  taxes  offset  the 
inflationary  impact  of  the  value-added  taxes,  but  price  in- 
creases accompanied  subsequent  value-added  tax  rate  in- 
creases. The  calculation  of  precise  border  tax  adjustments 
made  possible  by  the  value-added  taxes  simplified  foreign 
trade  by  eliminating  disputes  over  the  correct  export  rebate 
or  import  tax.  To  combat  the  regressive  character  of  the 
value-added  tax,  most  EEC  countries  adopted  multiple  rates 
in  search  of  a  more  acceptable  distribution  of  the  tax 
burden. 

1.  Direct-indirect  tax  structure.  Like  all  developed 
economies^  the  fiscal  systems  of  the  EEC  countries  rely  on  a 
mixture  of  direct  and  indirect  taxes.  Although  these  terms 
are  not  precise,  income  taxes  are  normally  considered  direct 
taxes  and  sales,  value-added,  and  other  commodity  taxes  are 
indirect  taxes.  Payroll  taxes  are  a  grey  area,  but  arguably 
are  in  the  indirect  category.  2/ 


\/     Value-Added  Tax,  Green  Paper,  op.  cit . ,  p.  3. 

2^/  For  a  discussion  of  these  issues,  see  John  F.  Due, 
"Introduction:  The  Issues,"  The  Role  of  Direct  and 
Indirect  Taxes  in  the  Federal  Revenue  System,  Conference 
Report  of  the  National  Bureau  of  Economic  Research  and 
the  Brookings  Institution,  Princeton,  1964,  pp.  3-23. 
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Adoption  of  the  value-added  tax  did  not  change  the 
balance  between  direct  and  indirect  taxes  within  the  EEC. 
One  indirect  tax  was  substituted  for  another,  usually  on  a 
revenue-neutral  basis.  Indirect  taxes  did  not  become  a  more 
important  source  of  tax  revenue.  This  is  demonstrated  by 
Table  3  which  shows  taxes  on  goods  and  services  as  a  percen- 
tage of  total  tax  revenue  for  the  nine  EEC  countries  and  the 
United  States. 

In  no  EEC  country  did  the  proportion  of  revenue  raised 
through  indirect  taxation  change  materially  with  the  adop- 
tion of  the  value-added  tax.  In  the  year  the  value-added 
tax  was  introduced,  indirect  taxation  rose  slightly  in 
Denmark,  Ireland  and  Italy,  but  fell  slightly  in  Belgium, 
France,  Germany,  Luxembourg,  the  Netherlands  and  the  United 
Kingdom.  In  every  EEC  country,  the  proportion  of  tax 
revenue  raised  through  indirect  taxation  has  fallen  since 
the  value-added  tax  was  introduced.  This  reflects  the 
growing  importance  of  income  taxation,  not  a  reduction  in 
value-added  tax  rates.  Table  3  also  shows  value-added  taxes 
as  a  proportion  of  total  tax  revenue  in  the  EEC.  In 
Denmark,  Germany,  Ireland  and  the  Netherlands  the  value- 
added  tax  is  a  more  important  revenue  source  than  when  it 
was  introduced;  in  the  other  countries,  it  has  declined  in 
importance. 

Although  indirect  taxation  has  not  become  more  important 
in  the  EEC  since  the  adoption  of  the  value-added  tax. 
Table  3  does  support  the  view  that  indirect  taxation  is  more 
important  in  the  EEC  than  in  the  United  States.  In  1977, 
indirect  taxes  generated  about  25  percent  of  EEC  country  tax 
revenues,  ranging  from  a  low  of  18  percent  in  Luxembourg  to 
a  high  of  45  percent  in  Ireland.  In  contrast,  only  15 
percent  of  U.S.  Federal,  state,  and  local  tax  revenue  was 
generated  by  indirect  taxation,  lower  than  any  EEC  country. 
The  value-added  tax  accounts  for  much  of  this  difference. 
It  produced  about  15  percent  of  EEC  tax  revenue,  ranging 
from  8  percent  in  the  United  Kingdom  _!/  to  21  percent  in 
France.  The  U.S.  counterpart,  the  retail  sales  tax, 
generated  less  than  7  percent  of  total  U.S.  tax  revenue. 


V  Effective  June  18,  1979,  the  United  Kingdom  increased 
its  value-added  tax  rate  to  15  percent.  The  previous 
rates  were  8  and  12  1/2  percent.  This  increase,  which 
was  offset  by  income  tax  reductions,  will  increase  the 
importance  of  the  value-added  tax  in  the  country's 
revenue  structure. 
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Table  3 


Taxes  on  Goods  and  Services  1/  as  a  Percentage  of  Total  Taxes,  and  Value-Added  Taxes  as  a 

Percentage  of  Total  Taxes,  1967-1977  2/  3/ 


1967 

1968  ; 

:  1969  ; 

:  1970  : 

1971 

:  1972 

:  1973  : 

1974  1 

:  1975 

:  1976  : 

:  1977 

Belgium 

36.7 

35.4 

34.9 

33.7 

32.6 

30.2 

28.8 

27.7 

25.1 

26.6 

25.9 

— 

— 

— 

— 

20.4 

18.4 

17.7 

18.1 

15.7 

17.1 

16.6 

Denmark 

38.6 

41.0 

42.0 

36.6 

34.1 

34.6 

33.3 

29.9 

32.2 

33.5 

35.1 

8.04/  18.6 

20.1 

18.8 

18.2 

18.1 

17.9 

17.1 

17.2 

17.7 

19.1 

France 

37.1 

35.6 

38.2 

37.0 

37.0 

36.8 

34.9 

34.3 

32.0 

31.6 

29.7 

— 

23.8 

26.8 

25.4 

25.9 

25.9 

24.0 

24.6 

23.0 

23.4 

20.9 

Germany 

31.4 

29.6 

30.1 

30.0 

29.4 

28.3 

26.4 

25.1 

25.3 

24.3 

23.5 

— 

13.1 

16.5 

17.1 

17.1 

16.4 

14.9 

14.3 

14.7 

14.2 

13.8 

Ireland 

49.4 

48.7 

50.7 

49.4 

46.7 

46.6 

47.0 

45.1 

44.4 

45.6 

45.2 

— 

— 

— 

— 

— 

— 

16.3 

16.2 

14.7 

15.6 

17.0 

Italy 

37.0 

35.9 

36.5 

35.9 

34.1 

32.0 

32.5 

31.6 

27.9 

26.8 

27.0 

— 

— 

— 

— 

- 

- 

15.1 

16.8 

13.7 

13.8 

14.5 

Luxembourg 

23.2 

22.5 

20.8 

19.4 

20.1 

21.7 

20.9 

17.7 

20.1 

19.2 

17.8 

- 

— 

- 

6.7 

11.1 

12.1 

11.7 

10.5 

11.8 

11.1 

10.3 

Netherlands 

26.2 

26.7 

24.4 

26.1 

25.4 

25.3 

24.0 

22.2 

22.3 

23.2 

24.0 

— 

— 

11.2 

14.6 

15.5 

15.8 

15.2 

14.3 

14.4 

15.0 

15.9 

United  Kingdcxn 

26.9 

27.0 

27.5 

26.2 

26.2 

26.0 

25.7 

25.1 

23.3 

23.8 

24.0 

- 

- 

- 

— 

— 

- 

3.74/ 

8.8 

8.7 

8.6 

8.3 

United  States 

16.8 

17.3 

16.4 

16.9 

18.1 

17.2 

16.9 

16.3 

16.1 

16.1 

15.0 

4.7 

5.1 

5.2 

5.6 

6.1 

6.2 

6.3 

6.5 

6.7 

6.8 

6.5 

1/  Includes  general  sales,  value-added,  and  specific  excise  taxes. 

2/  Tax  revenues  include  all  levels  of  government  Federal,  state,  and  local. 

3/  First  line  is  taxes  on  all  goods  and  services,  second  line  is  value-added  tax  only. 
For  United  States,  second  line  is  state  retail  sales  taxes. 

4/  Value-added  tax  in  effect  for  only  part  of  the  year. 

Source:  Organization  for  Econonic  Cooperation  and  Development,  Revenue  Statistics  of  OECD 
Member  Countries,  1965-1978,  Paris,  1979. 
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2.  Capital  goods.  The  cascade  turnover  taxes  of 
Belgium,  Germany,  Italy,  and  the  Netherlands  applied  to 
capital,  as  well  as  consumption,  goods.  France's  production 
tax,  the  forerunner  of  the  value-added  tax  "placed  a  heavy 
tax  penalty... on  the  purchase  of  new  capital  goods."  \/  In 
its  study  of  the  value-added  tax  for  the  United  Kingdom,  the 
NEDO  report  cautioned  that  one  danger  of  extending  the  scope 
of  the  purchase  tax  was  that  "a  part  of  indirect  taxes  could 
fall  on  net  capital  formation,  to  the  extent  that  producers 
of  plant  and  equipment  buy  goods  from  unregistered 
businesses."  2^/ 

Unlike  most  of  the  taxes  it  replaced,  the  value-added 
tax  does  not  burden  capital  goods.  Taxable  persons  are 
entitled  to  a  deduction  for  tax  imposed  on  the  purchase  of 
capital  goods.  The  deduction  does  not  subsidize  the  pur- 
chase of  capital  goods,  it  simply  eliminates  the  tax  that 
has  been  imposed  on  them.  Although  several  EEC  countries 
restricted  the  capital  goods  deduction  on  a  transitional 
basis,  Belgium  still  denies  the  deductibility  of  5  percen- 
tage points  of  its  16  percent  value-added  tax  paid  on 
capital  equipment.  Although  this  is  done  primarily  for 
revenue  reasons,  it  means  that  capital  goods  bear  a  5 
percent  value-added  tax  in  Belgium. 

3.  Price  level.  Two  cases  must  be  distinguished  in 
assessing  the  impact  of  the  value-added  tax  on  the  general 
price  level:  (1)  as  an  additional  tax  and  (2)  as  a  substi- 
tute revenue  source.  As  a  new  (or  increased)  tax  a  value- 
added  tax  is  likely  to  increase  prices,  provided  there  is  an 
accommodating  monetary  policy.  The  alternative  of  stable 
prices  assumes  a  restrictive  monetary  stance  with  its  conse- 
quences of  reduced  output  and  employment.  As  a  substitute 
tax,  the  inflationary  impact  of  the  value-added  tax  may  be 
offset  by  the  elimination  of  the  tax  it  replaces.  In  the 
short  run,  sales  taxes  tend  to  be  reflected  in  higher  output 
prices  and  income  taxes  in  lower  factor  returns.  Thus,  sub- 
stituting a  value-added  tax  for  another  sales  tax  may  leave 
the  price  level  unchanged,  but  substituting  it  for  an  income 
tax  may  be  inflationary.  The  price  changes  associated  with 
a  value-added  tax  may  also  be  affected  by  the  general 
economic  conditions  at  the  time  the  tax  is  introduced  or 
increased . 


\^/      Due,  op.  cit .  ,  p.  122. 

2^/  National  Economic  Development  Office,  op.  cit.,  p.  64. 
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European  experience  seems  to  support  these  views.  When 
the  value-added  tax  replaced  another  sales  tax  it  had  only  a 
minimal  impact  on  the  price  level,  but  when  it  was  increased 
or  when  it  replaced  an  income  tax  it  was  inflationary. 
Germany's  changeover  to  the  value-added  tax  did  not  have  any 
perceptible  impact  on  the  general  level  of  consumer  prices, 
perhaps  because  the  tax  was  introduced  during  a  reces- 
sion. \/  Some  goods,  such  as  canned  foods  and  textiles 
became  cheaper  and  some  services,  such  as  haircuts  and 
restaurant  meals,  with  a  high  proportion  of  value  added 
became  more  expensive  as  the  11  percent  value-added  tax 
replaced  the  4  percent  cascade  tax.  2/ 

Consumer  prices  in  the  Netherlands  rose  5  percent  in  the 
first  three  months  2/  following  the  introduction  of  the 
value-added  tax  and  6.5  percent  for  the  year.  ^_/  Most  of 
this  increase,  however,  was  attributable  to  "the  general 
"inflationary  economic  situation"  in  the  economy.  5/  The 
value-added  tax  alone  increased  consumer  prices  by  about  1.5 
percent.  ^/  Belgium  postponed  its  introduction  of  the 
value-added  tax  from  1970  to  1971  because  of  inflationary 
fears.  Consumer  prices  still  rose  5.6  percent  in  1971,  but 
this  was  in  line  with  the  experience  of  other  major  European 
countries  which  did  not  introduce  a  value-added  tax  that 
year.  7/   Swedish  prices  did  not  increase  in  response  to  the 


V  Eric   Schiff,   Value-Added  Taxation  in  Europe,   American 
Enterprise  Institute,  1973,  p.  26. 

2^/  National  Economic  Development  Office,   op.  cit .  ,   p.  40. 

3/  Ibid. ,  p.  40. 

V  Schiff,  op.  cit. ,  p.  29. 

5^/  Millenaar,  op.  cit .  ,  p.  12. 

6^/  National  Economic  Development  Office,  loc.  cit. 

7/  Schiff,  op.  cit.,  p.  31. 
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introduction  of  the  value-added  tax.  V  In  the  United 
Kingdom,  the  retail  price  index  rose  1.9  percent  in  the 
month  the  value-added  tax  was  introduced,  "but  by  no  means 
all  of  that  increase  was  due  to  VAT."  2/ 

In  contrast  to  this  pattern  of  relatively  stable  prices 
associated  with  the  introduction  of  the  value-added  taxes, 
prices  clearly  rose  when  the  taxes  were  increased.  The 
July  1,  1968  increases,  for  example,  in  Germany's  dual-rate 
value-added  tax  from  10  percent  to  11  percent  and  from  5 
percent  to  5  1/2  percent  "are  estimated  to  have  raised  the 
prices  of  goods  for  private  consumption  by  0.8  percent  on 
the  average."  2/  Belgian  prices  increased  by  about  0.6 
percent  in  response  to  the  1971  increase  in  the  value-added 
tax  from  12  percent  to  14  percent.  _4/ 

The  analysis  of  price  effects  in  Sweden  and  Denmark  is 
improved  by  the  existence  of  a  special  price  index.  Both 
countries  maintain  two  consumer  price  indices;  one  is  a 
comprehensive  index,  the  other  a  net  index  which  eliminates 
the  influence  of  value-added  and  other  indirect  taxes.  A 
comparison  of  the  movements  in  the  two  indices  following  a 
value-added  tax  increase  should  provide  information  on  the 
price  impact  of  the  tax  increase  relative  to  the  effect  of 
more  general  economic  conditions.  When  Sweden  increased  its 
standard  rate  value-added  tax  from  10  percent  to  15  percent 
on  January  1,  1971,  the  comprehensive,  tax-exclusive,  price 
index  rose  by  about  3.3  percent  in  January  alone  while  the 
net  index  declined.  5^/ 

Denmark's  initial  imposition  of  its  10  percent  value- 
added  tax  was  akin  to  a  tax  increase  because  the  coverage  of 
the  new  tax  was  much  wider  than  that  of  the  wholesale  tax  it 
replaced.  A  comparison  of  the  two  indices  reveals  that  the 
tax-exclusive  index  rose  6.2  percent  in  the  month  the  tax 


_!/   Ibid .  ,  p.  32.   Sweden,  of  course,  is  not  a  member  of  the 
EEC,  but  has  had  a  value-added  tax  since  1969. 

2^/  Johnstone,  op.  cit .  ,  p.  122. 

2/  Schiff,  op.  cit. ,  p.  27. 

4/  Ibid.,  p.  30. 

5/  Ibid.,  p.  34. 
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was  introduced  while  the  net  index  increased  only  1.1  per- 
cent. \^/  Goods  not  previously  covered  by  the  wholesale 
sales  tax,  such  as  food  and  tobacco,  rose  in  price  by  a  full 
10  percent  in  the  month  the  10  percent  tax  was  intro- 
duced. ^/  Subsequent  2.5  percent  increases  in  the  value- 
added  tax,  from  10  percent  to  12.5  percent  and  from  12.5 
percent  to  15  percent,  were  associated  with  roughly  2.0 
percent  increases  in  the  tax-exclusive  index  relative  to  the 
net  index.  V 

The  recent  experience  in  the  United  Kingdom  also  con- 
firms the  inflationary  impact  of  value-added  tax  increases. 
The  Conservative  government's  first  budget,  introduced 
June  12,  1979,  announced  a  major  increase  in  the  value-added 
tax  and  reductions  in  the  income  tax.  The  previous  8  per- 
cent and  12.5  percent  value-added  tax  rates  on  covered  items 
were  increased  to  a  single  15  percent  rate.  Zero-rated 
items,  such  as  food  and  housing,  were  not  affected.  Income 
taxes  were  reduced  by  raising  allowances  and  thresholds, 
reducing  rates,  and  widening  tax  brackets.  4^/  The  Treasury 
predicted  that  the  higher  value-added  tax  rate  would 
increase  retail  prices  about  3.5  percent.  5^/ 

The  value-added  tax  increase  was  effective  June  18, 
1979.  6^/  In  July  alone,  the  retail  price  index  increased  by 
4.3  percent.  "Three  quarters  of  July's  record  jump  was  due 
to  the  budget  measures,  especially  higher  VAT."  !_/  Because 
of  the  extensive  use  of  zero  rates  in  the  United  Kingdom, 
the  value-added  tax  applies  to  only  about  50  percent  of 


V  Ibid . ,  p .  4  0. 
2/  Ibid.,  p.  42. 
3/   Ibid. ,  p.  40. 


4^/   Her  Majesty's  Treasury,  "The  Budget,"  Economic  Progress 
Report  Supplement,  June  1979,  p.  1. 

5^/   Ibid  .  ,  p .  1 . 

6^/   International  Bureau  of  Fiscal  Documentation,  op.  cit .  , 
United  Kingdom,  section  6.3.3. 

7/   "Business  Britain,"  The  Economist,  August  25,  1979, 
p.  52. 
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consumer  expenditure.  \/  Thus,  the  July  1979  increase  in 
the  price  level  was  very  close  to  what  would  be  expected 
from  a  7  percentage  point  increase  in  a  value-added  tax  that 
applied  to  one-half  of  consumption. 

4.  Foreign  trade.  The  value-added  taxes  did  not  have 
any  dramatic  balance  of  trade  effects.  Like  any  other  sales 
tax,  the  value-added  tax  can  be  rebated  on  exports  and 
levied  on  imports.  This  is  the  familiar  destination 
principle  of  border  tax  adjustment  allowed  by  the  General 
Agreement  on  Tariffs  and  Trade  (GATT) .  With  the  exception 
of  the  United  Kingdom  and  its  selective  employment  tax,  the 
EEC  countries  did  not  increase  the  proportion  of  their  taxes 
eligible  for  the  destination  principle  by  adopting  the 
value-added  tax.  The  cascade  turnover  taxes  of  Belgium, 
Germany,  Italy,  Luxembourg  and  the  Netherlands,  Denmark's 
wholesale  sales  tax,  Ireland's  wholesale  and  retail  taxes, 
and  the  United  Kingdom's  purchase  tax  all  qualified  for  the 
destination  principle. 

But  the  calculation  of  exact  border  tax  adjustments  was 
virtually  impossible  under  the  cascade  turnover  taxes.  The 
average  adjustments  sanctioned  by  the  Treaty  of  Rome  over- 
compensated  in  some  cases  and  undercompensated  in  others. 

It  also  appears  that  in  Italy  it  is  really  true 
that  rebates  given  to  exporters  over-compensated 
for  the  cascade  taxes  imposed  at  earlier  stages. 
There  was  a  real,  rather  than  just  an  apparent, 
element  of  export  subsidy  in  the  Italian  system. 
With  the  introduction  of  VAT  this  would  disappear 
and  hence  exporters  have  been  unenthusiastic  about 
the  change.  2^/ 

At  a  minimum,  the  value-added  tax  encouraged  trade  by 
eliminating  disputes  over  the  correct  border  tax  adjustment. 
At  any  stage  in  the  production  and  distribution  process,  the 
use  of  invoices  provides  a  clear  measure  of  the  tax  borne  by 
a  product. 

Although  the  purchase  tax  did  not  share  the  defects  of 
the  cascade  tax,  the  NEDO  report  conceded  that  a  value-added 
tax  would  be  marginally  better  than  the  U.K.  purchase  tax  in 
eliminating  the  tax  on  exports. 


\_/      Her  Majesty's  Treasury,  op.  cit.  ,  p.  2. 

2/     John  Chown,  VAT  Explained,  Kogen  Page  (Associates)  Ltd., 
London,  1972,  p.  137. 
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VAT  does  not  arise  on  export  sales,  although  any 
tax  paid  on  goods  or  services  entering  into  exports 
can  be  credited  to  the  exporter  in  the  usual  way. 
At  present  there  is  some  overspill  of  indirect 
taxes  into  exports:  a  small  amount  of  purchase 
tax,  e.g.,  on  office  stationery  and  company  cars, 
fall  incidentally  on  industrial  costs....  Tf  these 
taxes  were  replaced  by  a  VAT  which  could  be  rebated 
this  overspill  would  be  avoided;  if  all  else 
remained  unchanged,  costs  would  be  lowered  by  that 
amount  and  exports  would  thus  be  made  more 
competitive.  \/ 

5.  Distribution  of  tax  burden.  A  comprehensive  value- 
added  tax  is  regressive  since  lower  income  taxpayers  consume 
a  higher  proportion  of  their  income  than  do  middle  and  upper 
income  taxpayers.  V  With  the  exception  of  Denmark,  the  EEC 
countries  moderate  the  regressive  nature  of  the  value-added 
tax  with  multiple  rates.  The  standard  rate  is  supplemented 
by  a  higher  rate  on  luxuries  such  as  automobiles  and  televi- 
sion sets  or  by  a  reduced  rate  on  food,  clothing,  and  other 
necesssities.  The  Netherlands,  for  example,  taxes  food, 
public  transportation,  and  medicine  at  4  percent,  but  other 
consumption  at  18  percent. 

The  lower  rate  applies  to  primary  necessities  which 
were  favored  before  VAT.  Primary  necessities  are 
considered  to  include  goods  and  services  which 
occupy  a  more  important  place  in  the  expenditure 
pattern  of  lower  income  groups  than  in  that  of 
other  people.  This  list  of  lower  rates  makes  the 
VAT  system  in  a  certain  sense  progressive  and  gives 
it  a  social  function,  "i/ 

To  characterize  the  value-added  tax  as  "in  a  sense 
progressive"  may  be  an  overstatement.  Most  EEC  tax  experts 
believe  that,  at  most,  the  structure  of  multiple  rates  makes 
the   value-added   tax   proportional   with  respect  to  income. 


\/     National   Economic   Development   Office,  op.  cit. ,  p.  2. 

2/  Joseph  A.  Pechman,  "Statement  on  the  Value-Added  Tax," 
in  Tax  Restructuring  Act  of  1979,  Hearings  before  the 
Hous"!  Committee  on  Ways  and  Means  on  H.R.  5665, 
November  8,  14,  and  15,  1979,  pp.  89-91. 

3/   Millenaar,  op.  cit.,  p.  5. 
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VIII.   LESSONS  AND  ANALYSIS  FOR  THE  UNITED  STATES 


EEC  experience  is  rich  with  lessons  regarding  U.S.  adop- 
tion of  a  value-added  tax.  The  EEC  welcomed  the  tax  as  a 
long-overdue  reform  of  an  unwieldy  and  discriminatory  system 
of  indirect  taxation.  This  contrasts  sharply  with  recent 
suggestions  in  the  United  States  that  a  value-added  tax  be 
used  to  reduce  the  income  and  social  security  taxes.  \^/ 
Months,  perhaps  years,  must  be  devoted  to  planning  and 
publicizing  the  tax  before  its  introduction.  Difficult 
decisions  must  be  made  regarding  coverage,  collection  and 
control  procedures.  A  single-rate  tax  is  administratively 
attractive,  but  may  be  politically  unacceptable.  If  the 
Federal  tax  structure  is  to  rely  more  heavily  on  consumption 
taxation,  serious  consideration  should  be  given  to  a  retail 
sales  tax  in  lieu  of  a  value-added  tax.  It  would  allow  the 
United  States  to  benefit  from  its  experience  at  the  state 
level  and  would  have  the  same  economic  impact  as  a  value- 
added  tax. 

1.  Motivation  for  adoption.  The  defects  of  the  cascade 
turnover  taxes  were  the  driving  force  behind  EEC  adoption  of 
the  value-added  tax.  The  multiple  taxation  of  products, 
relatively  favorable  taxation  of  concentrated  enterprises, 
and  uncertain  border  tax  adjustments  combined  to  create  an 
intolerable  situation  in  a  common  market.  Tax  barriers, 
reasoned  the  drafters  of  the  Treaty  of  Rome,  could  be  as 
effective  as  tariffs  and  quotas  in  impeding  the  free  flow  of 
goods  and  services.  The  value-added  tax  was  the  logical 
alternative  to  the  turnover  taxes  levied  by  five  of  the 
original  six  EEC  countries.  The  sixth,  France,  already  had 
a  value-added  tax.  It  enabled  the  Member  States  to  substi- 
tute one  indirect  tax  for  another  and  thus  leave  the  balance 
between  direct  and  indirect  taxes  undisturbed.  It  drew  on 
decades  of  European  experience  with  multi-stage  taxation, 
but  avoided  the  problems  learned  from  that  experience. 

The  United  States  has  no  cascade  taxes  on  which  the  case 
for  a  value-added  tax  can  be  based.  It  rests  instead  on 
whether  the  United  States  should  replace  some  of  its  income 
taxes  with  a  consumption  tax.  As  shown  by  Table  3  (above), 
taxes  on  goods  and  services  are  about  15  percent  of  total 


1^/    See,   for  example.  Tax  Restructuring  Act  of  1979,  op. 
cit. ,  pp.  1-6. 
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U.S.  tax  revenues.  In  contrast,  consumption  taxes  generate 
about  25  percent  of  EEC  country  tax  revenues.  The  value- 
added  tax  accounts  for  much  of  this  difference. 

2.  Planning  and  publicity.  Although  each  of  the  orig- 
inal EEC  Member  States  was  thoroughly  familiar  with  multi- 
stage sales  taxes,  the  value-added  taxes  were  not  imple- 
mented overnight.  They  required  extensive  education  and  in- 
formation programs,  conducted  through  seminars,  newspapers, 
television,  and  radio.  Taxpayers  needed  to  be  told  how  the 
new  systems  would  operate  and  consumers  were  interested  in 
how  prices  would  be  affected. 

Germany's  cascade  tax  was  perhaps  the  most  comprehensive 
in  the  EEC,  applying  even  to  services  and  retail  sales.  Few 
taxpayers  are  subject  to  the  value-added  tax  who  were  not 
also  familiar  with  the  turnover  tax.  But  even  this  exten- 
sive knowledge  of  sales  taxation  did  not  relieve  the  German 
government  of  the  need  to  conduct  a  12-month  information 
program  before  the  tax  became  effective. 

For  the  United  States,  the  U.K.  experience  may  be  more 
relevant.  The  substitution  of  the  value-added  tax  for  the 
single-stage  purchase  tax  increased  the  number  of  taxpayers 
from  75,000  to  1.25  million.  The  U.K.  Customs  and  Excise 
Department  responsed  to  this  challenge  by  planning, 
drafting,  and  publicizing  the  tax  from  autumn  1970  until  its 
April  1,  1973  effective  date,  a  period  of  two  and  one-half 
years.  The  United  States  also  would  be  faced  with  a  large 
increase  in  the  number  of  taxpayers  because  the  value-added 
tax  would  be  a  net  addition  to  the  Federal  tax  structure. 
Accordingly,  it  may  need  an  education  and  information 
program  similar  in  duration  and  intensity  to  the  United 
Kingdom's. 

3.  Technical  issues.  Any  U.S.  value-added  tax  would 
presumably  conform  to  the  EEC  model  and  be  a  consumption  tax 
applying  to  all  stages  of  production  and  distribution.  But 
the  design  of  the  tax  would  require  a  large  number  of  deci- 
sion on  specific  issues.  Terms  like  "taxable  transactions" 
and  "taxable  persons"  must  be  defined  with  the  precision 
necessary  for  tax  purposes.  Even  if  the  objective  is  a 
broad-based  consumption  tax,  demands  for  exemptions  and  pre- 
ferential rates  are  inevitable.  Transactions  failing  to  re- 
flect a  market  price  are  not  amenable  to  a  straight  forward 
application  of  the  value-added  tax.  Tuition  charges  of 
publicly-supported  universities  and  fees  for  checking 
account  deposits  are  just  two  examples.  Consideration  must 
be  given  to  the  need  for  special  schemes  for  small  enter- 
prises and  farmers  and  eligibility  requirements  must  be 
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reviewed.  The  tax  return  mirrors  the  structure  of  the  tax 
itself.  A  complex  tax  cannot  be  reported  on  a  simple 
return.  The  United  Kingdom  was  able  to  reduce  its  return 
(see  Chart  2,  above)  to  a  single  page  only  after  reducing 
the  exemptions  "and  a  rigorous  scrutiny  by  the  Department  of 
the  need  for  other  information."  \/  Moreover,  the  U.K.  re- 
turn provides  only  one  cell  for  reporting  output  tax,  al- 
though sales  may  have  been  taxed  at  more  than  one  rate.  The 
output  tax  on  the  return  is  thus  a  summary  figure  based  on  a 
taxpayer's  identification  of  the  differentially  taxed  items. 

The  taxable  period  must  be  decided.  Monthly  returns,  as 
in  many  of  the  EEC  countries,  provide  prompt  revenue  collec- 
tion but  increase  the  paperwork.  The  U.K.'s  quarterly 
returns  are  popular  with  taxpayers  because  of  the  cash  flow 
advantage.  The  value-added  tax  requires  an  active  enforce- 
ment effort,  particularly  at  the  retail  level.  Combining 
administration  and  enforcement  with  the  income  tax  may 
reduce  costs,  but  the  U.K.  experience  demonstrates  there  is 
considerable  merit  in  separate  departments  to  oversee  taxes 
that  are  decidedly  different. 

4.  Rates  and  exemptions.  Without  exception,  European 
tax  experts  stress  the  administrative  superiority  of  a 
single  rate  tax.  Multiple  rates  and  exemptions  reduce  the 
regressivity  of  the  tax,  but  complicate  its  design  and  ad- 
ministration. Great  care  must  be  taken  to  clearly  define 
the  specially-taxed  items.  Clerks  and  consumers  may  still 
question  why  bread  is  tax  free  and  biscuits  are  not,  or  why 
yogurt  is  taxed  only  if  it  is  frozen.  Reduced  rates  dimin- 
ish the  revenue  base  of  the  tax,  but  not  the  responsibili- 
ties of  the  tax  authorities  since  eligibility  for  the 
different  rates  must  be  verified.  The  United  Kingdom  has 
calculated  that  if  food,  children's  clothing,  and  other  zero 
rated  items  were  taxed  at  the  standard  rate  and  if  existing 
standards  of  control  and  enforcement  were  applied,  "admini- 
strative costs  would  increase  by  about  8  percent  but  the 
increase   in   net   revenue   would   be   over   50  percent."  2/ 


\/      Commissioners   of   Her   Majesty's   Customs   and   Excise, 
Review  of  Value  Added  Tax,  op.  cit . ,  p.  10. 

2/   Ibid. ,  p.  8. 
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The  EEC  exemptions  for  financial  and  insurance  services 
seem  alien  to  a  value-added  tax.  Taxes  paid  on  purchases 
have  to  be  divided  between  exempt  and  taxable  activities  to 
determine  the  deductible  proportion.  Unlike  food,  financial 
and  insurance  services  are  not  considered  necessities  meri- 
ting a  reduced  rate  of  taxation.  In  transactions  between 
taxable  persons,  exemption  creates  the  multiple  taxation 
characteristic  of  the  discredited  turnover  taxes.  One 
alternative  is  to  charge  value-added  tax  on  the  interest 
cost  of  business  and  consumer  loans.  Taxable  persons  could 
deduct  the  tax,  but  consumers  borrowing  to  finance  a  higher 
level  of  consumption  could  not.  In  the  insurance  area, 
value-added  tax  could  be  imposed  on  the  "loading"  charges, 
premiums  less  claims. 

5.  Retail  sales  tax  alternative.  The  value-added  tax 
debate  in  the  United  States  should  include  consideration  of 
a  retail  sales  tax  as  an  alternative.  Both  tax  final  con- 
sumption. The  EEC  multi-stage  sales  tax  experience  which 
led  to  the  value-added  tax  is  matched  in  the  United  States 
by  experience  at  the  state  level  with  the  retail  sales  tax. 
Advocates  of  a  value-added  tax  contend  it  is  a  more  secure 
revenue  source  because  it  does  not  concentrate  collection  at 
one  stage  and  that  it  successfully  avoids  the  taxation  of 
business  purchases  without  the  use  of  exemption  certifi- 
cates. Those  favoring  a  retail  sales  tax  question  these 
arguments  and  stress  that  a  retail  sales  tax  would  involve 
fewer  taxpayers. 


(a) 


Revenue  collection  and  control  of  fraud. 


A  value- 


added  tax  generates  revenue  at  each  stage  in  the  production 
and  distribution  process,  a  retail  sales  tax  at  only  the 
final  stage.  But  the  piecemeal  collection  of  value-added 
tax  revenue  may  be  interrupted  by  the  deduction  mechanism. 
A  retailer,  for  example,  may  deduct  tax  invoiced  on  pur- 
chases, even  if  the  purchased  items  have  not  been  sold. 
Thus,  the  deduction  may  enable  the  retailer  to  obtain  a 
refund  of  all  previous  value-added  tax  collected  on  the  pur- 
chases. Accordingly,  the  entire  value-added  tax  will  be  re- 
collected on  the  retail  sale,  similar  to  a  retail  sales  tax. 


A  value-added  tax  is  not  necessarily  superior  to  a 
retail  sales  tax  in  controlling  fraud  at  the  retail  level. 
Either  tax  can  be  avoided  by  a  retailer  suppressing  his 
sales  volume.  This  might  be  done  directly  or  by  making  cash 
withdrawals  from  business  receipts  for  personal  use.  The 
fraudulent  retailer  either  receives  a  refund  of  value-added 
tax  invoiced  on  purchases  or  avoids  paying  retail  sales  tax. 
In  either  case,  the  revenue  consequences  are  identical.  If 
sales  are  artificially  reduced  by  $1,000,  the  deduction  for 
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value-added  tax  imposed  on  purchases  eliminates  all  tax  that 
would  have  been  charged  on  the  sale.  It  is  like  the  sup- 
pressed sales  have  been  taxed  at  a  zero  rate.  Similarly,  a 
retailer  subject  to  a  retail  sales  tax  will  be  able  to  avoid 
the   tax   on   the    full    $1,000    in   suppressed   sales. 

The  key  to  detecting  this  method  of  evasion  lies  in  the 
tax  authorities'  awareness  of  reasonable  retail  margins. 
The  value-added  tax  return  does  provide  a  direct  record  of 
sales  and  purchases  to  which  a  hypothetical  margin  can  be 
applied.  Purchases,  in  contrast,  are  not  normally  reported 
on  a  retail  sales  tax  return,  but  can  be  reviewed  in  an 
audit. 

(b)  Enforcement.  A  taxable  person  must  have  a  purchase 
invoice  to  deduct  value-added  tax.  "A  businessman  would  be 
anxious  to  ensure  that  his  pred'ecessor  in  the  chain  of  pro- 
duction and  distribution  showed  on  his  invoice  the  exact 
amount  of  tax  paid,  so  that  he  could  in  turn  deduct  it  from 
the  tax  liability  on  his  sales."  1/  Whether  the  invoices 
vest  a  value-added  tax  with  superior  enforcement  attributes 
is  debatable. 

As  Dorothy  Johnstone  has  observed,  an  invoice  provides 
"only  discouragement  and  not  complete  prevention"  2/  against 
_  taxpayer  falsifying  his  activities  to  the  revenue  authori- 
ties. Cross  checking  of  value-added  tax  sales  and  purchase 
invoices  is  possible,  but  only  for  transactions  between  tax- 
able persons.  By  definition,  these  are  non-retail  transac- 
tions that  would  be  exempt  from  retail  sales  tax.  No  cross 
checking  is  possible  at  the  retail  level  where  sales  are 
made  to  final  consumers  who  cannot  deduct  the  tax.  At  this 
level,  the  value-added  tax  must  be  enforced  like  the  retail 
sales  tax. 

(c)  Business  purchases.  Ideally,  both  a  value-added 
tax  and  a  retail  sales  tax  are  confined  to  final  consump- 
tion; neither  taxes  items  purchased  for  business  use.  Only 
the  mechanism  for  attaining  this  result  differs.  A  taxable 
person  is  allowed  to  deduct  any  value-added  tax  imposed  on 


a 


1/     Royal  Commission  on  Taxation,  Sales  Taxes  and  General 
Tax   Administration,   Vol.   5,   Ottawa,   1966,   p.   47. 

2/  Johnstone,  op.  cit.,  p.  66. 
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items  purchased  for  business  use.  In  contrast,  under  a 
retail  sales  tax,  the  buyer  certifies  to  the  seller  that  he 
is  making  a  tax  free  purchase  for  business  use. 

Incorrect  treatment  of  business  purchases  creates  two 
types  of  problems.  Taxing  business  purchases  creates  the 
multiple  taxation  characteristic  of  a  cascade  tax.  Exemp- 
ting "business  purchases"  that  really  represent  final 
consumption  erodes  the  tax  base. 

Either  tax  can  avoid  the  cascade  tax  problem.  "The 
problem  of  the  sales  tax  burden  on  capital  goods  is  not 
insoluble  within  the  framework  of  a  retail  sales  tax."  1/ 
Capital  goods  and  other  business  purchases  should  be  exempt 
from  retail  sales  tax  and  the  value-added  tax  should  allow 
tax  imposed  on  these  purchases  to  be  deducted. 

It  is  possible  to  conceive  of  a  retail  sales  tax 
which  is  imposed  only  on  goods  and  services 
purchased  by  ultimate  consumers.  The  tax  would  be 
suspended  on  all  sales  of  goods  and  services  de- 
livered for  business  use.  It  is  then  equivalent  to 
the  deduction  variant  of  the  consumption  type  of 
value-added  tax  which  taxes  gross  receipts  from 
sales  of  goods  and  services  and  deducts  a  firm's 
outlays  on  goods  and  services  used  in  business.  2/ 

The  value-added  tax  may  have  a  slight  advantage  in  pro- 
tecting against  erosion  of  the  tax  base  since  it  may  be 
easier  to  control  the  taxpayer  claiming  the  deduction  than 
the  seller  making  an  exempt  sale.  In  part,  Sweden  replaced 
its  retail  sales  tax  with  a  value-added  tax  because  "audit 
of  business  purchasers'  claims  for  tax  credits  was  thought 
to  be  simpler  and  more  effective  than  verification  of 
vendors'  records  as  to  why  no  retail  tax  had  been  collected 
on  a  particular  sale."  3/ 


V  Martin  Norr  and  Nils  G.  Hornhammar,  "The  Value-Added  Tax 
in  Sweden,"  Columbia  Law  Review,  Vol.  70,  No.  3,  March 
1970,  pp.  392-393. 

2/  Clara  K.  Sullivan,  The  Tax  on  Value  Added,  Columbia 
University  Press,  New  York,  1965,  pp.  252-253. 

2/  Norr  and  Hornhammar,  op.  cit . ,  p.  395. 
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But  Clara  Sullivan,  in  her  study  of  the  value-added  tax, 
questions  this. 

The  failure  in  retail  sales  taxation  to  suspend  the 
tax  on  all  sales  to  business  firms  is  attributable 
in  part  to  probable  avoidance  or  evasion;  and  there 
is  no  reason  to  believe  that  the  deduction  of  all 
purchases  for  business  use  under  the  value-added 
tax  would  improve  the  situation....  In  the  last 
analysis ...  improved  control  under  the  deductive 
value-added  technique  as  compared  with  the  suspen- 
sive system  depends  on  whether  it  is  easier  to 
trace  the  disposition  of  purchases  by  a  vendor 
rather  than  a  vendee;  and  there  seems  to  be  no 
reason  why  this  should  be  the  case.  What 
difference  does  it  make  whether  a  firm  as  a  vendee 
obtains  certain  purchases  in  suspension  of  tax  or 
receives  the  same  purchases  burdened  with  tax  and 
is  then  allowed  to  reduce  its  tax  liability  by  the 
taxes  paid  on  such  purchases?  \/ 

(d)  Number  of  taxpayers.  The  conventional  wisdom  sug- 
gests that  a  retail  sales  tax  would  involve  far  fewer  tax- 
payers than  a  value-added  tax.  This  overlooks  the  fact, 
however,  that  a  retail  sales  tax  applies  to  retail  sales, 
not  just  retailers.  Wholesalers,  processors,  and  even  manu- 
facturers make  limited  retail  sales.  A  recent  U.K.  study 
comparing  a  retail  sales  tax  with  the  value-added  tax  dis- 
covered that  "more  than  900,000  of  the  1.25  million  traders 
who  are  registered  for  VAT  supply  at  least  some  consumers  on 
a  regular  basis."  2^/  Based  on  this  result,  a  retail  sales 
tax  would  involve  only  about  25  percent  fewer  taxpayers  than 
a  value-added  tax. 

6.  Economic  effects.  Advocates  of  a  U.S.  value-added 
tax,  or  a  retail  sales  tax,  contend  that  it  would  improve 
capital  formation  and  the  trade  balance  while  raising  large 
amounts  of  revenue  to  finance  income  and  social  security  tax 
reductions.  Critics  respond  that  it  would  be  inflationary, 
regressive,   and  a  Federal  invasion  of  a  traditionally  state 


\/      Sullivan,  op.  cit . ,  pp.  251,  253. 

2/   Consultative    Committee    of    Accountancy    Bodies, 
~   Elimination  of  VAT  on  Transactions  between  Registered 
Traders^  Report  by  a  Working  Party,  1979,  p.  ?T 
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and  local  revenue  source.  This  section  appraises  the  value- 
added  tax  in  light  of  these  conflicting  views  as  a  substi- 
tute for  either  the  corporate  income  tax  or  the  employer 
portion  of  the  social  security  tax. 

(a)  Capital  formation.  A  tax  on  capital  income,  such 
as  the  corporate  income  tax  or  the  individual  income  tax  on 
interest  and  dividends,  reduces  the  after-tax  return  to 
capital.  Consequently,  it  may  encourage  present  consumption 
relative  to  saving  for  future  consumption. 

To  illustrate  this  point,  consider  an  economy  without 
taxes.  An  individual  with  $100  of  income  could  purchase 
$100  of  consumption  goods  this  year  or  could  save  the  income 
and  purchase  $110  of  consumption  goods  next  year,  assuming 
the  interest  rate  is  10  percent.  Thus,  an  can  consume  $110 
in  the  future  by  not  consuming  (saving)  now.  If  a  50  per- 
cent income  tax  is  introduced,  the  individual,  after  paying 
the  tax,  can  purchase  $50  of  consumption  goods  this  year  or 
can  save  the  $50  and  have  $52.50,  after  tax,  next  year,  a  5 
percent  rather  than  10  percent  rate  of  return.  The  50  per- 
cent income  tax  cuts  the  return  to  saving  in  half.  Given 
this  bias  against  future  consumption,  the  individual  may 
save  less. 

In  contrast,  a  value-added  tax,  like  the  social  security 
tax,  is  neutral  between  present  and  future  consumption 
because  it  does  not  apply  to  the  return  on  saving.  With  a 
value-added  tax,  an  individual  has  the  choice  of  consuming 
$50  this  year  and  paying  $50  in  tax  or  saving  the  $100  in 
income  and  consuming  $55  next  year  and  paying  $55  in  tax. 
The  rate  of  return  on  saving  is  unaffected  by  the  value- 
added  tax;  it  is  still  10  percent. 

Thus,  substituting  a  value-added  tax  for  the  corporate 
income  tax  should  increase  savings,  provided  individuals  re- 
spond to  the  higher  after-tax  rate  of  return  by  saving  more. 
At  a  given  level  of  real  income,  an  increase  in  savings  will 
be  reflected  in  improved  capital  formation,  provided  the  in- 
terest rate  falls  and  producers  respond  to  the  lower  cost  of 
capital  by  using  more  capital  intensive  methods  of  produc- 
tion. Substituting  a  value-added  tax  for  the  social  secur- 
ity tax,  however,  will  not  increase  savings  since  the  after- 
tax return  on  savings  will  be  unaffected. 

(b)  Inflation.  While  the  impact  of  taxes  on  prices  is  a 
controversial  issue,  substituting  a  value-added  tax  for  the 
corporate  income  tax  is  likely  to  be  inflationary.   In  the 


short  run 
a  reduced 
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,  the  corporate  income  tax  is  probably  reflected  in 
a  tcuuucu  after-tax  rate  of  return  to  capital  rather  than  in 
higher  product  prices.  Consequently,  prices  may  not  fall  in 
response  to  a  corporate  rate  cut  and  there  will  be  no  offset 
to  the  inflationary  impact  of  the  value-added  tax.  This 
will  be  primarily  a  "one-shot,"  rather  than  a  recurrent 
annual,  increase  in  the  price  level,  but  it  may  be  intensi- 
fied as  wage  contracts,  social  security  payments,  and  other 
indexed  items  are  adjusted. 

Substituting  a  value-added  tax  for  the  social  security 
tax  is  probably  less  inflationary.  Reducing  the  social 
security  tax  (at  least  the  employer  portion)  would  reduce 
business*  labor  costs  and  therefore  prices.  Whether  this 
would  fully  offset  the  inflationary  impact  of  the  value- 
added  tax  is  debatable.  To  the  extent  the  social  security 
tax  cut  was  not  fully  reflected  in  reduced  prices,  there 
would  be  a  net  increase  in  the  price  level. 

(c)  Balance  of  trade.  Although  a  value-added  tax,  but 
not  the  corporate  income  tax,  can  be  levied  on  imports  and 
rebated  on  exports,  it  is  doubtful  whether  the  U.S.  trade 
balance  would  significantly  improve  from  substituting  a 
value-added  tax  for  the  corporate  income  tax.  A  modest 
trade  balance  improvement  might  result  from  replacing  the 
social  security  with  a  value-added  tax. 

This  is  because  the  inflationary  and  trade  impacts  of 
the  value-added  tax  are  closely  related;  higher  prices  will 
offset  any  expected  trade  balance  improvement.  It  seems 
likely  that  the  immediate  impact  of  substituting  a  value- 
added  tax  of  5  percent  for  the  corporate  income  tax  would  be 
to  increase  prices  by  about  5  percent.  Since  the  tax  would 
be  rebated  on  exports,  exports  would  leave  the  country  tax 
free.  While  domestic  prices  would  be  5  percent  higher, 
export  prices  would  remain  unchanged.  Foreign  consumers, 
therefore,  would  find  U.S.  products  no  more  attractive  than 
before  and  there  would  be  no  increase  in  demand  for  U.S. 
exports. 

Since  imports  would  be  subject  to  the  value-added  tax, 
their  prices  also  would  increase  by  5  percent,  the  same  as 
for  domestic  products.  Domestic  consumers  would  find 
imports  just  as  attractive  as  before;  there  would  be  no 
incentive  to  reduce  the  demand  for  imports.  Thus,  on  both 
the  export  and  import  side,  there  would  be  no  immediate 
impact  on  the  U.S.  trade  balance  from  substituting  a 
value-added  tax  for  the  corporate  income  tax. 
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Substituting  a  value-added  tax  for  the  social  security 
tax,  however,  would  improve  the  trade  balance,  provided  the 
price  level  increased  by  less  than  the  value-added  tax. 
Because  of  the  price-dampening  effect  of  reducing  the  social 
security  tax,  this  is  a  clear  possibility. 

Other  countries,  however,  might  attempt  to  offset  any 
U.S.  trade  advantage  that  did  develop.  The  major  trading 
partners  of  the  United  States  have  corporate  income  and 
social  security  taxes  as  well  as  value-added  taxes. 
According  to  Table  4,  which  compares  taxes  as  a  percent  of 
gross  domestic  product,  the  United  States  has  a  relatively 
high  corporate  income  tax  and  relatively  low  social  security 
taxes.  Consequently,  the  U.S.  trade  partners  could  moderate 
or  offset  any  trade  impact  by  substituting  higher  value- 
added  taxes  for  their  corporate  income  and  social  security 
taxes. 

(d)  Distribution  of  tax  burden.  A  comprehensive  value- 
added  tax  is  regressive  since  lower  income  taxpayers  consume 
a  higher  proportion  of  their  income  than  do  middle  and  upper 
income  taxpayers.  Therefore,  substituting  a  value-added  tax 
for  the  corporate  income  tax,  which  is  mildly  progressive  1./ 
because  it  falls  on  income  from  capital,  would  add  a  regres- 
sive element  to  the  tax  structure.  The  social  security  tax 
also  is  regressive  2_/  because  it  is  limited  to  the  first 
$25,900  2/  of  wages  and  does  not  apply  to  income  from  non- 
labor  sources.  Accordingly,  substituting  a  value-added  tax 
for  the  social  security  tax  would  probably  not  affect  the 
distribution  of  the  overall  tax  burden.  One  regressive  tax 
would  be  substituted  for  another. 

The  regressivity  of  a  particular  tax,  such  as  the  value- 
added  tax,  is  not  a  fatal  flaw. 

People  concerned  with  the  relative  treatment  of 
rich  and  poor  should  focus  on  the  total  impact  of 
government  policy  on  the  distribution  of  real 
income.  The  regressivity  of  a  tax  is  merely  one 
component  of  the  picture.   If  VAT  is  efficient  as  a 


V  Richard  A.  Musgrave  and  Peggy  B.  Musgrave,  Public 
Finance  in  Theory  and  Practice,  Second  Edition,  McGraw- 
Hill,  1973,  p.  389. 

2/   Ibid.,  p.  389. 

2/  Commerce  Clearing  House,  U.S.  Master  Tax  Guide,  1980, 
p.  30. 


-81- 


^ 

•H 

& 

u 

■H 

JJ 

m 

in 

o 

cM- 

M-l    0) 

o  in 

c  H 

0)   c 

U    0) 

^S 

^ 

u)  c 

nj    •r4 

nt 

Ul    0) 

•S  ? 

E-t 

u  -3 

Ci4 


$  tn 
u  <u 


^ 


m  (d 


in 


^ 
& 


8.§ 


,^ 


CLrH 

a  tn 


I 


^ 


3 


oor-CNroi— inoooo^mrofovo 
rHmr-r>-asr^ooi— iini-Hinr^i/i 


O(Ni-|CN^O.-IOO0nO*-IO 


m 

in 

o 

ON 

P 

^ 

00 

m 

^ 

VO  ^ 

(N 

^ 

^ 

o 

CO 

CO 

CO  OJ 

00 

.-trofNii-Hr-trHi-HCNi-HOoiTrn 


<NrOrH<NCNlCNrO(J\mr 


^  Co^lnm^o^DO^OvDrom 


^ 

in 

in 

•  rfcNvDcsTTr-oocNinom 

(0<Nr^CT\<HinrOoO<T«fMO'^ 

CO    C  O  rH  \0  ( 


I  m  00  r-  (N  M  ^  ^ 


\0  ^  rH  fS  r^  ro  F-4 

•^T  -H  in  CO  --*  <Tt 

r-  rH  (N  00  in  o  ■«»■ 
rs»  in  in  in  <j\  -T  03 

a>  O  -^  00  \£>  <N 

,H  fs  in  <N  o  in 

romo^o<N\c>^inp^na>r^r^ 


in 

o 

.^ 

M 

P 

io 

00 

5' 

CN 

(T> 

rH  ^^  n  ■^  »o  ts 
rH  ro  r-  r*  0%  rH 

S3 

00 

in 

CTV 

00 

r- 

P 

in 

^ 

3 

in 

ID 

r^ 

CO 

IN 

rn 

rH 

oT 

en 

CO 

CO 

in 
tn 

K 

"5 

in 

Sj 

ro  in  vo 

O 

n 

SO] 

§"3 


S^, 


5  N  S  s 
n  4J  4J  iJ 


Sg-in3<D-CTl-iJ4-> 


(3  w 


^ 


I 
> 


2^ 


.H  O  t- 


•-J  3  5t  0) 
lu  o  p< 

Ul      fd     U4  4-> 

0  e  I 
OT  01  c3  >i 

$  (0  C  4J 
iJ  3  -H 

>  S  <D 
•  (I)  3  01 

TJ  rH  <4J 
$  r-l 

.H  nj  2  o 
0)    01   l-l 

IM  5  +J  (5 
r^  01  -H 

01  "P  VJ  rH 
01    $  l-l 

T!  -H    10    13 

C    >    O  U-1 

(0   O   Ul 

1-1  rH    01 

»  Q,-H    u 

0]        nj  Q 

*    01 
>i-U   01   41 

0  -H  x;  xj 
rH  y-i  XI  Z! 
Qi  01 

E    C  O   O 

01  01  c  01 

u   Ul  O  01 

01     to  -H    U 

>-iU-l  4J  3 
O  r-4    3   p 

rH  01  ja  o 

Q.  3  -H 
B  Ul  HH 


Ul 


0  c 
o 

01  -H 

01  -U 


■H    c  3 

JJ       3  rH 

3  T3  O 

■M     >  ri  C. 

Ul   o  ^  -3 

iJ    Ul  >i 

c  a  Ul  g 

8  0  to 

4J  CTl  U 

C  01  CTi 

01     01  4J  O 

-H    01  01  -U 

O    >  H  C 

c  o  x;  01 


a 


ai4 


^     ^ 


01 


I 

I 


Of 


s 

01 
■H 
U 

a 
o 


3 
> 


^   3 


01 

01 


1 


13  3 

JJ  01 

to  01 

Ul 

8i  >i 

Ul  JJ 

O  IH 


01 
01 


I 


01 

o 


3  B 


s   ^ 


01       g        01 


s 


rol      -"^l     inl       vol 


y 
S 


-82- 


way  to  increase  the  price  of  consumption,  then  the 
regressivity  of  VAT  can  be  readily  offset  in  the 
total  income  distribution  policy.  V 

This  point  has  also  been  grasped  by  a  series  of  Swedish 
Royal  Commissions  (expert  committees)  appointed  by  the 
Social  Democratic  government  to  explore  the  increased  use  of 
indirect  taxation. 

That  sales  taxes  take  a  higher  proportion  of  lower 
incomes  than  of  higher  is  clear,  the  expert  comm- 
ittees agreed.  But  this  'social'  reason  is  no 
longer  enough  to  warrant  rejection  of  indirect 
taxes  as  a  supplement  to  direct.  The  burden  of 
indirect  taxes  on  lower-income  recipients  can  be 
made  up  in  part  by  adjustments  in  the  income  tax, 
and  in  still  larger  part  through  the  social  secur- 
ity and  welfare  systems....  To  the  Swedes,  the 
problem  of  the  lower-income  groups  is  more  a  pro- 
blem of  social  and  welfare  policy  than  of  tax 
policy.  2/ 

In  addition  to  accommodating  the  value-added  tax  through 
adjustments  in  the  overall  income  distribution  policy,  the 
regressivity  of  a  value-added  tax  could  be  moderated  by 
either  exemptions  and  multiple  rates  or  by  a  refundable 
credit.  Although  the  multiple  rate  method  is  popular  in 
Europe,  it  requires  that  the  differentially-taxed  items  be 
defined  by  the  tax  administrators.  A  refundable  income  tax 
credit  for  value-added  tax  paid  on  a  specified  minimum 
amount  of  consumption  avoids  the  definitional  problems,  but 
care  must  be  taken  to  insure  that  the  credit  reaches 
individuals  who  may  not  appear  on  an  income  tax  return.  The 
credit  is  presently  used,  by  six  of  the  forty-five  states 
that  impose  retail  sales  taxes.  3/ 


V  Gerard  M.  Brannon,  "Is  the  Regressivity  of  the  Value- 
Added  Tax  an  Important  Issue?,"  Tax  Notes,  December  31, 
1979,  p.  881. 

2_/     Norr  and  Hornhammer,  op.  cit. ,  p.  386-387. 

"1/  Colorado,  Hawaii,  Idaho,  Massachusetts,  Nebraska,  and 
Vermont.  See  Advisory  Commission  on  Intergovernmental 
Relations,  Significant  Features  of  Fiscal  Federalism, 
1976-77  edition.  Vol.  2,  p.  172.  ~ 
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(e)  Revenue  potential.  Total  personal  consumption 
expenditures  will  be  about  $1,628  billion  in  1980.  1/  This 
includes  the  imputed  rental  value  of  owner-occupied  "Rousing, 
the  imputed  value  of  services  of  financial  intermediaries, 
foreign  travel  expenditures,  and  religious  and  welfare 
activities.  Excluding  these  items  would  reduce  the  tax  base 
to  about  $1,400  billion,  2/  but  taxing  sales  of  new  housing, 
as  in  the  EEC,  would  increase  it  to  about  $1,500  billion.  V 

A  credit  or  refund  for  tax  paid  on  a  basic  level  of 
expenditure,  say  $2,000  per  person,  would  generate  an  aggre- 
gate refund  of  $4.4  billion  for  each  1.0  percent  of  value- 
added  tax.  £/  The  cost  would  be  lower  if  the  credit  was 
phased  out  as  income  increased.  If  the  value-added  tax 
could  be  applied  to  the  broad  base  of  $1,500  billion,  the 
net  revenue  of  the  tax,  after  allowing  for  the  refund  or 
credit,  would  be  about  $10.5  billion  for  each  percentage 
point.  This  is  equivalent  to  14.5  percent  of  estimated  1980 
corporate  tax  receipts  of  7.5  percent  of  estimated  social 
security  tax  collections.  5/ 

7.  Federal-state  relations.  Forty-five  states  and  the 
District  of  Columbia  impose  general  sales  or  use  taxes,  6^/  a 
revenue   source  which   they   tend   to  view  as   belonging 


\_/  Bureau  of  Economic  Analysis,  Economic  Indicators,  August 
1980,  p.  1. 

2^/  Based  on  data  in  Bureau  of  Economic  Analysis,  Survey  of 
Current  Business,  July  1979,  p.  37. 

3/   Ibid. ,  p.  48. 

V  This  assumes  a  1980  population  of  220  million.  See 
Bureau  of  the  Census,  Statistical  Abstract  of  the  United 
States,  1979,  p.  6. 

5^/  Executive  Office  of  the  President,  Office  of  Management 
and  Budget,  The  United  States  Budget  in  Brief,  1981, 
Washington,  D.C.,  1980,  p.  70. 

6/  Commerce  Clearing  House,  State  Tax  Guide,  All  States, 
Loose  Leaf  Service. 
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exclusively  to  them.  These  taxes  account  for  about  35 
percent  of  state  and  local  government  tax  revenue.  \/  In 
contrast,  excise  taxes  generate  only  4.2  percent  of  total 
Federal  tax  collections.  2/  As  shown  by  Table  4,  taxes  on 
goods  and  services  are  lower  in  the  United  States  than  in 
most  other  developed  countries. 

A  Federal  value-added  tax  might  make  it  more  difficult 
for  states  and  localities  to  increase  their  sales  taxes. 
The  1972  National  Governors  Conference,  for  example,  adopted 
a  resolution  that  "the  value-added  tax  would  directly  com- 
pete with  state  sales  taxes  in  45  states...."  3/  But  it 
probably  would  not  prevent  such  increases.  Although  there 
IS  a  limit  to  how  high  any  tax  can  be  increased,  it  is 
unlikely  that  total  U.S.  sales  taxes  are  approaching  it. 
Comparison  with  foreign  tax  levels  indicates  that  U.S.  sales 
taxes  could  be  somewhat  higher. 

No  single  level  of  government  has  exclusive  rights  to  a 
particular  tax.  The  Federal  government  and  most  states  tax 
individual  and  corporate  income.  Some  localities  also  levy 
income  taxes.  Both  states  and  localities  have  retail  sales 
taxes.  Selective  sales  taxes  are  used  by  all  three  levels 
of  government.  The  issue  is  not  the  number  of  jurisdictions 
levying  a  tax,  but  its  overall  level. 

Administratively,  a  Federal  value-added  tax  would  not 
unduly  complicate  the  operation  of  state  retail  sales  taxes. 
Assuming  the  invoice  or  credit  method  was  adopted.  Federal 
value-added  tax  liability  would  be  equal  to  tax  on  sales 
less  tax  on  purchases.  No  adjustment  would  be  necessary  for 
interstate  sales;  in  effect,  they  would  be  taxed  on  an 
origin  basis. 


V  Bureau  of  the  Census,  Statistical  Abstract  of  the  United 
States,  1979,  p.  287. 

2/  Executive  Office  of  the  President,  Office  of  Management 
and  Budget,  op.  cit . ,  p.  70.  This  percentage  is  for 
1979  and  thus  excludes  windfall  profit  tax  revenues. 

3^/  Advisory  Commission  on  Intergovernmental  Relations,  The 
Value-Added  Tax  and  Alternative  Sources  of  Federal 
Revenue,  Washington,  1973,  p.  11. 
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Because  of  likely  differences  in  the  tax  bases,  it  is 
doubtful  that  a  Federal  value-added  tax  could  be  coordinated 
with  the  state  sales  taxes.  Each  level  of  goverment  would 
administer  its  tax.  Separate  taxes,  admittedly,  would  mean 
higher  administrative  and  compliance  costs.  Each  level  of 
government  would  require  a  collection  and  audit  capability. 
Taxpayers  would  have  to  become  familiar  with  separate  tax 
bases  and  separate  returns.  Revenue  departments  and  tax- 
payers, however,  already  face  this  problem  with  Federal  and 
state  income  taxes.  Efforts  to  provide  Federal-state 
cooperation  and  coordination  have  not  been  successful. 
Although  states  may  have  their  individual  income  taxes 
collected  by  the  Federal  government,  none  have  taken  advan- 
tage of  this  "piggyback"  authority.  Separate  administration 
may  not  be  a  desirable  situation,  but  neither  is  it  a  good 
argument  for  rejecting  a  particular  tax. 
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